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MODERNIZING THE U.S. FINANCIAL 
REGULATORY SYSTEM 


WEDNESDAY, FEBRUARY 4, 2009 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 3:05 p.m., in room SD-538, Dirksen Sen- 
ate Office Building, Senator Christopher J. Dodd (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN DODD 

Chairman Dodd. The Committee will come to order. 

Let me thank all of my colleagues, and I think you all understood 
we intended, obviously, at some time earlier to have this hearing 
a little earlier. But as I think all of you may know, we had an in- 
teresting session on our side of the aisle, gathering today to listen 
to some of our new economic team under President Obama, as well 
as the President himself and others, talk about many of the issues 
that are confronting the country, not the least of which was the 
issue of the subject matter of this hearing, the modernization of the 
U.S. financial regulatory system. I am particularly honored and de- 
lighted to have Paul Volcker here with us, who has been a friend 
for many years, someone I have admired immensely for his con- 
tribution to our country. 

How we will proceed is, because we are getting underway much 
later than normal for the conducting of Senate hearings, with the 
indulgence of my colleagues, I will make some opening comments 
myself, turn to Senator Shelby, and then we will go right to you, 
if we could. Chairman Volcker. Then I will invite my colleagues 
and tell them that any opening comments that they do not make 
for themselves, we will include them in the record as if given. And 
since there are not many of us here, we can move along pretty 
quickly, I hope, as well. So, with that understanding, we will get 
underway and, again, I thank all of you for joining us here today. 

Today, we continue the Senate Banking Committee’s examina- 
tion of how to modernize our outdated financial regulatory system. 
We undertake this examination in the midst of a deepening reces- 
sion and the worst financial crisis since the Great Depression in 
the 20th century. We must chart a course forward to restore con- 
fidence in our Nation’s financial system upon which our economy 
relies. 

Our mission is to craft a framework for 21st century financial 
regulation, informed by the lessons we have learned from the cur- 
rent crisis and designed to prevent the excesses that have wreaked 
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havoc with homeowners and consumers, felled financial giants, and 
plunged our economy into a recession. 

This will not be easy, as we all know. We must act deliberately 
and thoughtfully to get it right. We may have to act in phases 
given the current crisis. But inaction is not an option at all, and 
time is not neutral. We must move forcefully and aggressively to 
protect consumers, investors, and others within a revamped regu- 
latory system. 

Last Congress, this Banking Committee built a solid foundation 
upon which we will base our work today, and I want to once again 
thank Dick Shelby, former Chairman of this Committee, and my 
colleagues, both Democrats and Republicans, who played a very, 
very constructive role in the conduct of this Committee that al- 
lowed us to proceed as we did. 

Subcommittees and Committees held 30 hearings to identify the 
causes and consequences of this crisis, from predatory lending and 
foreclosures, to the collapse of Bear Stearns, the role of the credit 
rating agencies, the risks of derivatives, the regulation of invest- 
ment banks and the insurance industry, and the role and condition 
of banks and thrifts. 

The lessons we have learned thus far have been rather clear, and 
let me share some of them with you. 

Lesson number one: consumer protection matters. The current 
crisis started with brokers and lenders making subprime and exotic 
loans to borrowers unable to meet their terms. As a former bank 
regulator recently remarked to me, “Quite simply, consumers were 
cheated.” Some lenders were so quick to make a buck and so cer- 
tain they could pass the risk on to the next guy, they ignored all 
standards of prudent underwriting. The consumer was the canary 
in the coal mine, but no one seemed to notice. 

Lesson number two: regulation is fundamental. Many of the 
predatory lenders were not regulated. No one was charged with 
minding the store. But soon the actions of these unregulated com- 
panies infected regulated institutions. Banks and their affiliates 
purchased loans made by mortgage brokers or the securities or de- 
rivatives backed by these loans, relying on credit ratings that 
turned out to be wildly optimistic. So we find that far from being 
the enemy of well-functioning markets, reasonable regulation is 
fundamental to sound and efficient markets, and necessary to re- 
store the shaken confidence in our system at home and around the 
globe. 

Lesson number three: regulators must be focused, aggressive, 
and energetic cops on the beat. Although banks and thrifts made 
fewer sub^prime and exotic loans than their unregulated competi- 
tors, they did so with impunity. Their regulators were so focused 
on banks’ profitability, they failed to recognize that loans so clearly 
unsafe for consumers were also a threat to the banks’ bottom line. 
If any single regulator recognized the abusiveness of these loans, 
no one was willing to stand up and say so. And with the Fed choos- 
ing not to use its authority to ban abusive home mortgages, which 
some of us have been calling for, for years, the regulators were 
asleep at the switch. 

Lesson number four: risks must be understood in order to be 
managed. Complex instruments, collateralized debt obligations. 
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credit default swaps designed to manage the risks of the fault loans 
that backed them turned out to magnify that risk. The proliferation 
of these products spread the risk of subprime and Alt-A loans like 
an aggressive cancer through the financial system. Institutions and 
regulators alike failed to appreciate the hidden threat of these 
opaque instruments, and the current system of regulators acting in 
discrete silos did not equip any single regulator with the tools to 
identify or address enterprise or systemwide risks. On top of that, 
CEOs had little incentive to ferret out risks to the long-term health 
of their companies because too often they were compensated for 
short-term profits. 

I believe these lessons should form the foundation of our effort 
to shape a new, modernized, and, above all, transparent structure 
that recognizes consumer protection and the health of our financial 
system are inextricably linked. And so in our hearing today and 
those to come — and there will be many — I will be looking for an- 
swers to these questions. What structure best protects the con- 
sumer? What additional regulations are needed to protect con- 
sumers from abusive practices? We will explore whether to enhance 
the consumer protection mission of the prudential regulators or cre- 
ate a regulator whose sole job is protecting the American consumer. 

How do we identify and supervise the institutions and products 
on which the health of our financial system depends? Financial 
products must be more transparent for consumers and institutional 
investors alike. But heightened supervision must not stifle innova- 
tion of financial actors and markets. 

Third, how do we ensure that financial institution regulators are 
independent and effective? We cannot afford a system where regu- 
lators withhold bold and necessary action for fear that institutions 
will switch charters to avoid stricter supervision. We should con- 
sider whether a single prudential regulator is preferable to the al- 
phabet soup of regulators that we have today. 

Fourth, how should we regulate companies that pose a risk to 
our system as a whole? Here we must consider whether to em- 
power a single agency to be the systemic risk regulator. If that 
agency is the Federal Reserve Board, we must be mindful of ensur- 
ing the independence and integrity of the Fed’s monetary policy 
function. Some have expressed a concern — which I share, by the 
way — about overextending the Fed when they have not properly 
managed their existing authority, particularly in the area of pro- 
tecting consumers. 

Fifth, how should we ensure that corporate governance fosters 
more responsible risk taking by employees? We will seek to ensure 
that executives’ incentives are better aligned with the long-term 
health of their companies, not simply short-term profits. 

Of course, my colleagues and our witnesses today may suggest 
other areas. I do not mean to suggest this is the beginning and 
end-all of the questions that need to be asked, and I welcome to- 
day’s witnesses’ as well as our colleagues’ contributions to this dis- 
cussion and the questions that ought to be addressed. 

I look forward to moving forward collaboratively in this historic 
endeavor to create an enduring regulatory framework that builds 
on the lessons of the past, restores confidence in our financial sys- 
tem, and recognizes that our markets and our economy will only 
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be as strong as those who regulate them and the laws by which 
they abide. That is the responsibility of this Committee. It is the 
Republican of this Congress. It is the responsibility of the adminis- 
tration. 

I will recognize Senator Shelby for an opening comment and ask 
my colleagues if they might withhold statements, at least at the 
outset, so we can get to our witnesses. 

With that, I turn to Senator Shelby. 

STATEMENT OF SENATOR SHELBY 

Senator Shelby. Thank you, Mr. Chairman. 

Today, the Committee will hear from one of this Nation’s most 
respected economists and veteran policymakers. Dr. Volcker is no 
stranger to this Committee. Senator Dodd and I remember many 
years ago when he would come here as Chairman of the Federal 
Reserve Board. During the financial crisis in the late 1970s, it was 
Paul Volcker who helped put our economic house back in order, 
and. Dr. Volcker, I welcome you back to the Committee again. 

While I am very interested in the views of our witnesses on regu- 
latory modernization, I think the hearing could be a little bit pre- 
mature. Let me explain. 

As I have said many times and will continue to say, I believe 
that before we discuss how to modernize our regulatory structure, 
or even before we consider how to address the current financial cri- 
sis, we need to first understand its underlying causes. If we do not 
have a comprehensive understanding of what went wrong, we will 
not be able to determine with any degree of certainty whether our 
regulatory structure was sufficient and failed or was insufficient 
and must change. 

I understand that next week Chairman Dodd plans to hold a 
hearing on the origins of the financial crisis, for which I commend 
him. I welcome that hearing, but I believe that one hearing, or 
even a handful of hearings, falls well short of what these excep- 
tional times will demand. Instead, this Committee should, I be- 
lieve, and must conduct a full and thorough investigation of the 
market practices, regulatory actions, and economic conditions that 
led to this crisis. 

The Committee should hear testimony from all relevant parties 
and produce a written report of its findings. This work is crucial, 
I believe, if we are to develop policies that will help end this crisis 
and prevent it from occurring again. 

While I understand many people have their own views of what 
happened, this Committee has yet to make that determination in 
a comprehensive and organized manner. As a result, nearly a year 
and a half later, we still have not documented what started the cri- 
sis and why it became so severe. The uncertainty about its origins 
has not only exacerbated our economic downturn by undermining 
confidence in our entire financial system, but it has left us without 
a clear understanding of what needs to be done. We need to remedy 
that. Thus far, the efforts of the Treasury Department and the 
Congress have been ad hoc at best. 

When this all began, I strongly opposed the TARP bailout legisla- 
tion because I believed Congress jumped right to a legislative solu- 
tion without first identifying the problem it was trying to solve. 
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Since we never developed a consensus about what caused this cri- 
sis, neither Congress nor the Treasury Department can devise a 
targeted solution. And as a result, TARP has drifted rudderless 
since it was passed 4 months ago, wasting taxpayer dollars while 
the crisis rages on without an end in sight. 

It is well past time that we investigate the origins of the finan- 
cial crisis so that we can begin to lay the groundwork for a bipar- 
tisan, effective, and durable solution. In the absence of such effort, 
there is now talk of creating a commission to examine the origin 
of the financial crisis and to make recommendations for further ac- 
tion. At this time, I would oppose the creation of such a commission 
because a thorough investigation is something that this Committee 
can do and must do. The American people rightly expect their 
elects representatives, the Senators here, not unaccountable com- 
missions to do the work necessary to solve the problems facing the 
country. 

This Committee is uniquely positioned to conduct a transparent 
investigation that could build the necessary political consensus 
around the appropriate legislative remedy that we must seek. This 
particular Committee has a long history of conducting such inves- 
tigations. The best precedent, I believe, for this type of investiga- 
tion that our current economic situation demands is the year-long 
investigation of stock market abuses the Committee conducted dur- 
ing the Great Depression. The so-called Pecora hearings produced 
a detailed report exposing a wide range of abuses on Wall Street. 
The Committee heard testimony from hundreds of witnesses, pro- 
ducing nearly 12,000 pages of transcripts from over 100 hearings. 
The investigative staff was made up of dozens of individuals and 
included attorneys, accountants, and statisticians. They conducted 
scores of interviews and sworn depositions. The Committee subpoe- 
naed corporate records and heard testimony from the heads of Wall 
Street and industry, including 3 days of testimony, I have been 
told, from Mr. Morgan himself The Committee’s investigative 
record comprises 171 boxes in the National Archives. 

The record that the Pecora hearings established ultimately laid 
the groundwork for the passage of the Securities Act and the cre- 
ation of the Securities and Exchange Commission. Recently, re- 
nowned economic historian Ron Chernow wrote an editorial in the 
New York Times calling for Congress to initiate an investigation in 
the tradition of the Pecora hearings. He stated the importance of 
such an investigation to resolving the current crisis by pointing 
out, and I will quote him: 

If history is any guide, legislators can perform a signal service by moving 
beyond the myriad details of the rescue plans to provide a coherent account 
of the origins of the current crisis. The moment calls for nothing less than 
a sweeping inquest into the twin housing and stock market crashes to cre- 
ate both the intellectual context and the political constituency for change. 

I believe that he is correct. 

The hearings this Committee has held to date on the credit crisis 
have been helpful, but I think they have lacked the focus and pur- 
pose displayed during the Pecora hearings, partly due to the Com- 
mittee’s lack of resources up to this time. To remedy this problem. 
Senator Dodd and I have already submitted an initial request for 
additional funding and office space for the Committee. We were re- 
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cently informed that the Committee is going to receive additional 
funding, although not what is necessary, I believe, to conduct a 
thorough and fair investigation. 

I am hoping that our colleagues on the Rules Committee would 
agree that this type of effort here in the Banking Committee right 
now is not only necessary but deserving of their support. I believe 
the investigation should start by calling before the Committee all 
of the regulators from the past decade or more who were appointed 
to make sure this crisis did not happen, but it did. 

The Committee has heard from regulators on their views on how 
to solve the crisis, but it has yet to hear from present and former 
regulators on what caused the crisis and whether steps could have 
been taken to prevent it. The Committee, I believe, should supple- 
ment this testimony with an exhaustive review of the records of the 
regulators from that period. Once again, there will be a time to dis- 
cuss what needs to be done, but before we entrust any new or ex- 
isting regulator with additional responsibilities or authorities, I be- 
lieve we need to know if and how our present regulatory structure 
failed us. 

After we complete a thorough review of the role of the regulators, 
we should then call the CEOs of the largest banks, insurance com- 
panies, brokerage firms, home builders, realtors, and other finan- 
cial services companies of the past 10 years to testify. This, of 
course, would be preceded by an extensive staff effort to examine 
the activities of each institution or industry. 

Since the crisis began, the Committee has not yet heard from 
Wall Street CEOs on their role in creating the toxic assets that 
have spread through our financial system like a cancer. Nor have 
they publicly explained why their risk management systems failed 
or why they operated with such dangerous levels of leverage. Be- 
cause many of these firms have either failed, received public 
money, or sought some type of Eederal assistance, I believe they 
owe it to the American people to explain how this crisis started and 
what role they played in it. 

Last year, I called for a hearing to examine the role of under- 
writers in spawning the crisis. The Committee announced that it 
would hold a hearing to examine underwriting practices, but it was 
postponed and is yet to be scheduled. That hearing could now be 
part of this effort. 

Mr. Chairman, I am willing to work with you, as I have, and I 
believe this Committee is uniquely positioned, as you do, to per- 
form this important service at this time for the American people. 
I pledge my full support should you choose to undertake your own 
version of the Pecora hearings, as long as they are comprehensive. 

Chairman Dodd. Well, I thank you. Senator, very, very much. I 
would just note for the record that there have already been some 
proposals, including one from Senator Isakson and Senator Conrad, 
for sort of a 9/11 Commission — some of my colleagues may be 
aware of this already — to be done outside of this Committee to go 
back and examine that, and that has, obviously, some appeal as 
well. Certainly we want to examine what happened, but also we 
need to go forward. 

With that, I thank you very much. Chairman Volcker, for being 
with us, and for those are unfamiliar with our first witness. Chair- 
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man Volcker is the Chair of the President’s Economic Recovery Ad- 
visory Board, Chairman of the Board of Trustees of the Group of 
30, and former Chairman of the Board of Governors of the Federal 
Reserve System. Chairman Volcker worked in the Federal Govern- 
ment for almost 30 years, including positions at the Federal Re- 
serve Bank of New York, the Treasury Department, and Chase 
Manhattan — he has a wealth of experience. 

We thank you for coming and welcome you to the Committee. 

STATEMENT OF PAUL A. VOLCKER, CHAIRMAN, STEERING 
COMMITTEE OF THE GROUP OF 30 

Mr. Volcker. Thank you, Mr. Chairman, Mr. Shelby, Members 
of the Committee. I am delighted to be here. I want to make clear 
that I am appearing as Chairman of the Steering Committee of the 
Group of 30 and not as Chairman of the President’s Economic Re- 
covery Advisory Board this morning. 

Chairman Dodd. It is so noted. We will make that distinction 
here. 

Mr. Volcker. People accuse me of liking the title “Chairman,” 
but I want to make sure Chairman of what. 

[Laughter.] 

Mr. Volcker. The Group of 30 is a group of people drawn from 
the private and public sectors with experience in finance, and I em- 
phasize that it is international, and this report was directed not 
just toward the United States, although it is perhaps most relevant 
to the United States. But it is directed toward authorities in any 
country that has extensive financial operations around the world. 

It does not discuss all the origins of the crisis. It does touch upon 
it, but that is not my purpose in appearing before you this morn- 
ing. What is evident is, whatever the cause is — and we could go 
into that. What is evident is that we do meet at a time, as you 
have emphasized, of acute distress in financial markets. Strongly 
adverse effects on the economy more broadly are apparent. There 
is a clear need, I think, for early and effective governmental pro- 
grams. They cannot wait a year for attacking the immediate prob- 
lems to support economic activity and to ease the flow of credit. 
But I think it is also evident that more fundamental changes are 
needed in the financial system, and they will take some time to 
work out. 

But to the extent that we have some sense of the direction of 
those reform efforts, I think it will help the more immediate prob- 
lem. The important thing is that we do not and should not want 
to contemplate a repetition of this experience, and that is what this 
report is aimed at, and I am sure will be your concerns over time. 

I understand that President Obama and his people are going to 
be placing before you some more immediate measures. They are 
not the subject of our report. But when we look further ahead, I 
do think the more we have a sense of the longer-term future, the 
better place you will be for appraising the immediate actions to 
make sure they are consistent with what we would like to see in 
the longer run. 

The basic thrust of the G-30 report is to distinguish among the 
basic functions of any financial system. First, there is a need for 
strong and stable institutions that serve the needs of individuals. 
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of businesses, of governments, and others for a safe and sound re- 
pository of funds, providing a reliable source of credit, and main- 
taining a robust financial infrastructure able to withstand and dif- 
fuse shocks and volatility that are inevitable in the future. I think 
of that as the service-oriented part of the financial system. It deals 
primarily with customer relationships. It is characterized mainly 
by commercial banks that have long been supported and protected 
by deposit insurance, by access to the Federal Reserve credit, and 
by other elements of the so-called Federal safety net. 

Now, what has become apparent during this period of crisis is in- 
creasing concentration in banking and the importance of official 
support for what is known as systemically important institutions 
when they become at risk of failure. What is apparent is that a 
sudden breakdown or discontinuity in the functioning of those in- 
stitutions risks widespread repercussions on markets, on closely 
interconnected financial institutions, and at the end of the day, on 
the broader economy. 

The design of any financial system raises large questions about 
the appropriate criteria for, and the ways and means of, providing 
official support for these systemically important institutions. 

In common ground with virtually all official and private analysts, 
the G-30 Report calls for “particularly close regulation and super- 
vision, meeting high and common international standards” for such 
institutions deemed systemically critical. It also explicitly calls for 
restrictions on “proprietary activities that present particularly high 
risks and serious conflicts of interest” deemed inconsistent with the 
primary responsibilities, I would say the primary fiduciary respon- 
sibilities, of those institutions to its customers. Of relevance in the 
light of recent efforts of some commercial enterprises to recast fi- 
nancial affiliates as bank holding companies, the report strongly 
urges continuing past U.S. practice of prohibiting ownership or con- 
trol of Government-insured, deposit-taking institutions by non-fi- 
nancial firms. 

Second, the report implicitly assumes that while regulated bank- 
ing institutions will be dominant providers of financial services, a 
variety of capital market institutions will remain active. Organized 
markets and private pools of capital will be engaging in trading, 
transformation of credit instruments, and developing derivatives 
and hedging strategies. They will take place in other innovative ac- 
tivities, potentially adding to market efficiency and flexibility. 

Now, these institutions do not directly serve the general public; 
individually, they are less likely to be of systemic significance. 
Nonetheless, experience strongly points to the need for greater 
transparency. Specifically beyond some minimum size, registration 
of hedge and equity funds should be required, and if substantial 
use of borrowed funds takes place, an appropriate regulator should 
be able to require periodic reporting and appropriate disclosure. 

Furthermore, in those exceptional cases when size, leverage, or 
other characteristics pose potential systemic concerns, the regu- 
lator should be able to establish appropriate standards for capital, 
liquidity, and risk management. 

Now, the report does not deal with important and sensitive ques- 
tions of the appropriate administrative arrangements for the regu- 
latory and supervisory functions, which agency will supervise 
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which institutions. These are in any case likely to he influenced by 
particular national traditions and concerns. What is emphasized is 
that the quality and effectiveness of prudential regulation and su- 
pervision must be improved. Insulation from political and private 
special interests is a key, along with adequate and highly com- 
petent staffing. That implies adequate funding. 

The precise role and extent of the central bank with respect to 
regulation and supervision is not defined in the report. It is likely 
to vary country by country. There is, however, a strong consensus 
that central banks should accept a continuing role in promoting 
and maintaining financial stability, not just in times of crisis, but 
in anticipating and dealing with points of vulnerability and risk. 

The report also deals with many more specific issues cutting 
across all institutions and financial markets. These include institu- 
tional and regulatory standards for governance and risk manage- 
ment, an appropriate accounting framework (including common 
international standards), reform of credit rating agencies, and ap- 
propriate disclosure and transparency standards for derivatives 
and securitized credits. Specifically, the report calls for ending the 
hybrid private/public nature of the two very large Government- 
sponsored mortgage enterprises in the United States. Under the 
pressure of financial crisis, they have not been able to serve either 
their public purposes or their private stockholders successfully. To 
the extent that the Government wishes to provide support for the 
residential mortgage market, it should do so by means of clearly 
designated Government agencies. 

Finally, I want to emphasize that success in the reform effort, in 
the context of global markets and global institutions, will require 
consistency in approach among countries participating significantly 
in international markets. There are established fora for working to- 
ward such coordination. I also trust that the forthcoming G-20 
meeting, bringing together leaders of so many relevant nations, can 
provide impetus for thoughtful and lasting reform. 

Thank you, Mr. Chairman. I am delighted to have any comments 
or questions. 

Chairman Dodd. Well, thank you very much, Mr. Chairman as 
well. And what I am going to do is ask the clerk here to put the 
clock on at 8 minutes, and we will try to adhere to that so we can 
get around to everybody, since we have not had opening statements 
be made. And I will begin, then turn to Senator Shelby. 

Let me, if I can, begin with a couple of — sort of a broad question, 
if I can. The GAO report states — and I am quoting it here. It says, 
“Mechanisms should be included for identifying, monitoring, and 
managing risks to the financial system, regardless of the source of 
the risk.” 

What was the source of the risk in the current crisis, in your 
view? 

Mr. VOLCKER. Well, that is a complicated question that goes to 
some of Senator Shelby’s concerns about what caused the crisis. If 
I were analyzing this crisis in a substantial way, you have to go 
back to the imbalances in the economy, not just in financial mar- 
kets. But as you know, the United States has been consuming more 
than it has been producing for some years, and its savings have 
practically disappeared, and that was made possible by, among 
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other things, a very fluid flow of savings from abroad, low interest 
rates — very easy market conditions, low interest rates, which in 
turn incited the great world of financial engineering to develop all 
kinds of complex instruments to afford a financing for businesses, 
and particularly in this case for individuals, homebuyers, that went 
on to exceed basically their capacity to pay. And it was all held up 
by rising house prices for a while, as you know, and everybody felt 
better when the house prices were rising, but that could not hap- 
pen forever. And when house prices stopped rising, the basic fra- 
gility in that system was exposed. 

So you had an underlying economic problem, but on top of that, 
you had a very fragile, as it turned, highly engineered financial 
system that collapsed under the pressure. I think of it as we built 
up kind of a Potemkin Village with very fancy structures, but they 
were not very solid. 

Chairman Dodd. Let me draw upon your experience as the 
Chairman of the Federal Reserve System, and you correct me if my 
facts are wrong about this thing. But as I understand it, there are 
about 1,800 economists that work for the various Federal Reserve 
banks across the country. 

Mr. VOLCKER. How many? 

Chairman Dodd. I am told about 1,800. I do not know if that is 
true or not, but someone mentioned that number to me. But a very 
high number, whether it is 1,800 or not, but a significant number 
of people who do research all the time in the various banks. Can 
someone explain to me why there was not someone sounding the 
alarms out of the Federal Reserve System as people who monitor 
and watch what is happening economically that would have sent a 
signal to us back in the days of, I think, in 2005 or 2006 even, that 
this was a problem emerging in a glaring way? Why didn’t we 
hear? 

Mr. VoLCKER. Well, I have to say I do not think economists are 
very good at this kind of analysis. In a macro world, I am sorry 
to say that, but I am not sure there has been much improvement 
over the years. But I think if there are 1,800 economists, I am sure 
some of them were concerned and did in their own way raise some 
questions. 

But, you know, when things are going well — this is the bane of 
regulation. When things are going well, nobody wants to hear 
about regulation and restraints. 

Senator Shelby. Absolutely right. 

Mr. VOLCKER. And so it is very hard to have your voice heard. 
When things are going poorly, everybody wants to regulate every- 
thing. And somehow we have to find a balance between too little 
and too much. 

This was an extreme case, but it is not unusual for imbalances 
to go along for a while without anybody really wanting to stand up 
and take strong action. 

Chairman Dodd. Well, I would love to at some point further pur- 
sue the discussion about the Federal Reserve System and how it 
is working. 

Let me ask you, if I can as well, about the consumer protection 
issue. Your report describes the need to establish standards for 
capital liquidity and risk management for financial institutions. 
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But do you also believe that strong consumer protections play an 
integral part in financial stability? I am sure you do, by the way. 
And if so, what regulatory structure would best protect consumers? 
A separate consumer protection agency, as has been suggested by 
some? Elizabeth Warren, who will be before us tomorrow, has made 
a recommendation along those lines. Distinct consumer protection 
missions of the prudential regulator? Which of those two options do 
you find 

Mr. VOLCKER. Well, let me say, first of all, our report does not 
deal with that question. 

Chairman Dodd. You do not. I realize that. 

Mr. VoLCKER. Quite deliberately. But there is — obviously, this 
administrative question you raise is relevant. We were dealing 
with what we think of as safety and soundness of the system. We 
were not dealing with protection of consumers, protection of inves- 
tors, business practices — which are related but a different function. 
And one of the questions — which we did not deal with, but I think 
the Congress has to deal with it and the administration has to deal 
with it — do you adopt a separate agency and a separate adminis- 
trative structure for what I will call “business practices,” including 
consumer protection, separate from the prudential regulator — 
which is a development which is true in some countries now, and 
it is along the lines that Secretary Paulson proposed in his think- 
ing about the long run. 

I think that is a serious issue. I do not want to express an opin- 
ion now, but I have certain sympathy for exploring it, at least, per- 
sonally. 

Chairman Dodd. Well, I would welcome that as you give it more 
thought. 

Last, let me address the issue of systemic risk regulation again. 
And I realize I am not specifically referring to the report in some 
cases. I am drawing upon your knowledge and expertise in these 
areas. 

The G-30 report describes one of the lessons from the current 
crisis as follows, and let me quote it. It says: 

Unanticipated and unsustainably large losses in proprietary trading, heavy 
exposure to structured credit products and credit default swaps, and spon- 
sorship of hedge funds have placed at risk the viability of the entire enter- 
prise and its ability to meet its responsibilities to its clients, counterparties, 
and investors. 

Three questions: Should we allow financial institutions to become 
large and systemically significant? Should there be a single sys- 
temic risk regulator or should that substantial be shared among 
different agencies? Should the systemic risk responsibility be given 
to the Federal Reserve, in your view? And are you concerned that 
it would also be a burden on the Federal Reserve with numerous 
divergent tasks which you and I have discussed? And I will not 
elaborate here. You know the point I am trying to make. And, 
third, are you concerned that extensive involvement by the Fed in 
so many aspects of day-to-day operations of the economy and the 
financial system might jeopardize its independence? 

Mr. VoLCKER. Again, these are questions we did not deal with in 
the report. We dealt with the structural question that we felt these 
basic, systemically important institutions and banking institutions 
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that are protected by the Government and are dealing in a fidu- 
ciary way with customers should not engage in the kind of activi- 
ties that you read from the report, these highly risky proprietary 
activities, because it undermines potentially their basic function. 

When it gets to who regulates it, it is just simply not in the re- 
port. But I tell you, the kind of considerations that you raise for 
the Federal Reserve, or without the Federal Reserve, I think are 
very relevant to that decision. You will have a different Federal Re- 
serve if the Federal Reserve is going to do the main regulation or 
all the regulation from the prudential standpoint. And you have to 
consider whether that is a wise thing to do given their primary — 
what is considered now their primary responsibilities for monetary 
policy. 

They obviously have important regulatory functions now, and 
maybe those functions have not been pursued with sufficient avid- 
ity all the time. But if you are going to give them the whole respon- 
sibility, for which there are arguments, I do think you have to con- 
sider whether that is consistent with the degree of independence 
that they have and focus on monetary policy. 

Chairman Dodd. I hope I am not over-reading you there. I hear 
that tone suggesting that that kind of a super-regulatory function 
would, I think, put into question the very issues that are raised by 
it. A systemic risk regulator might have less of a problem, in your 
view. 

Mr. VOLCKER. That is true. Then you have to consider how the 
systemic risk regulator matches up with the other prudential regu- 
lators. There are very interesting questions here. 

The G-30 issued a report, a rather detailed report, a year or so 
ago or 9 months ago, on different regulatory practices around the 
world, which raised the questions that you are raising, and almost 
all countries are struggling with these questions now. 

Chairman Dodd. I thank you. 

Senator Shelby. 

Senator Shelby. I want to pick up. Chairman Volcker, on some 
of the area that Senator Dodd is getting into. I think it is very im- 
portant. 

Do you have any concerns. Dr. Volcker, that if the Fed assumes 
too many responsibilities, its ability to conduct monetary policy 
could be undermined? 

Mr. Volcker. Yes. 

Senator Shelby. And what are your views on the separation of 
monetary policy from banking policy along the lines of the reforms 
that were enacted in the United ICngdom in the late 1990s that 
gave banking regulation to the FSA and monetary policy to the 
Bank of England? 

Mr. Volcker. Well, that is an interesting experience. That was 
rather widely acclaimed, and other countries attempted to or did 
follow that pattern. But then when they had a crisis, they found 
out it did not work so well. 

Senator Shelby. It did not work. 

Mr. Volcker. And whether that was some idiosyncratic reasons 
in the U.K. or whether it is a more general reason, I do not know. 
But the underlying problem 

Senator Shelby. Why didn’t it work, if you could 
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Mr. VOLCKER. Well, I 

Senator Shelby. I know it did not work. 

Mr. VoLCKER. It seemed to be a lack of coordination between 
three agencies involved — the U.K. Treasury, the Bank of England, 
and the ESA, the regulatory agency — even though they had over- 
lapping personnel to some extent. But it seems clear that coordina- 
tion was not close enough. 

But I would make one point in connection with your observation. 
Supervision regulation has implications for the performance of the 
financial system and the economy, and it can work in support of 
monetary policy or it can work contrary to monetary policy. And 
that is one reason for giving the Eederal Reserve responsibility for 
both. 

Senator Shelby. Dr. Volcker, as you keep up with all this, and 
as a former Chairman of the Federal Reserve, you know the Fed 
has had a dramatic expansion of its liquidity facilities over the past 
year, and it has raised concerns that the Fed has moved out of the 
realm of monetary policy and into the realm of fiscal policy. 

The Group of 30 Report, as I understand it, recommends that 
central bank liquidity support operations should not involve lend- 
ing against or outright purchases of high-risk assets. Instead, your 
report, as I understand it, recommends that those forms of support 
should be handled by directly accountable Government entities. 

In your view, what role should be given to the President or the 
Treasury Secretary in approving Government bailouts or other sup- 
port for institutions that will likely involve taxpayer dollars? 

Mr. Volcker. Well, in cases where they do involve risk and the 
use of taxpayers’ dollars, we are pretty clear that the administra- 
tion, particularly the Treasury, ought to be involved in that deci- 
sion, and the Federal Reserve should not undertake those kinds of 
actions, if they do it at all, without the concurrence of the adminis- 
tration. 

Senator Shelby. Is this in the line under our constitutional sys- 
tem that it would be inappropriate for unelected central bankers to 
determine whether a company or industry receives a taxpayer- 
funded bailout? Shouldn’t those decisions be made by the President 
and the Congress, who are accountable to the people? Is that 

Mr. Volcker. Well, Congress can provide a framework for mak- 
ing those decisions, but I think they do involve political questions 
that the President and the administration should be involved in. I 
think just to clarify, my own understanding from outside is when 
the Federal Reserve has done this recently, they have worked 
closely with the Treasury. They have not gone off on their own and 
undertaken these measures. 

Senator Shelby. It seems like a new role for the Fed than when 
you were Chairman. 

Mr. Volcker. Yes, it is a non-traditional role. 

Senator Shelby. Non-traditional role. You are very 

Mr. Volcker. The report takes a traditional view of the func- 
tions of the Federal Reserve. 

Senator Shelby. Dr. Volcker, recently Stanford economist and, 
somebody you know, a former Under Secretary of the Treasury, 
John Taylor, argued that excessively loose monetary policy during 
the first part of this decade caused the financial crisis. 
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Mr. VOLCKER. Well, I do not think I am going to get into that 
question this afternoon. I do think that conditions in financial mar- 
kets which were related to the large balance of payments deficit, 
large current account deficit, and the free flow of money from 
abroad laid the groundwork for many of the excesses in the mar- 
ket. 

Senator Shelby. Now, this is in your report, as I understand it. 
One of the key recommendations of the G-30 Report is creating a 
failure resolution regime that imposes discipline — that is, actual 
losses — not only on managers and shareholders but also on sophis- 
ticated creditors. 

I believe one of the primary failings of the recent bailouts of the 
GSEs, AIG, and Bear Stearns was the intent of protecting any 
creditors from losses. 

Dr. Volcker, in terms of who qualifies as a “sophisticated cred- 
itor,” do you believe that both financial institutions such as invest- 
ment banks and foreign central banks would count as sophisticated 
creditors? Or should? 

Mr. Volcker. Well, they individually are sophisticated, yes. 
Whether they need to be protected in some particular occasions is 
another question. 

Senator Shelby. Given that the large creditors of the GSEs, AIG, 
and Bear had no legal claim to being bailed out — which they did 
not — what specific mechanisms would you suggest that we think up 
here to put in place to assure that such sophisticated creditors take 
losses in the future, which helps bring discipline to the market? 

Mr. Volcker. The premise of your question included the GSEs? 

Senator Shelby. Yes. 

Mr. Volcker. Well, the GSEs, I think, if I may say so, with the 
connivance of the Congress, were considered to be something spe- 
cial and they would be protected. And there was a general under- 
standing, rightly or wrongly, while officially they did not have the 
full legal requirement of a guarantee, through the years 

Senator Shelby. But they had the implicit guarantee, didn’t 
they? 

Mr. Volcker. Pardon me? 

Senator Shelby. The implicit guarantee. 

Mr. Volcker. Yes, they had an implicit guarantee and that 
was 

Senator Shelby. Was that because they were hybrid 

Mr. Volcker. 1 think, generally understood. 

Senator Shelby. you know, stock owned and Government 

sponsored? 

Mr. Volcker. We are very clear on one recommendation in this 
report. We should not have that kind of hybrid institution any- 
more. 

Senator Shelby. I totally agree with you. 

Mr. Volcker. You know, you cannot change it overnight, but I 
think as we design a new financial system, we ought to avoid that 
kind of compromise that is going to get you in trouble. 

That does not mean that Congress or the Government cannot 
support the mortgage market if they want to. 

Senator Shelby. Right. 

Mr. Volcker. But they ought to do it directly. 
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Senator Shelby. Yes, sir. Thank you. 

Thank you, Chairman Dodd. 

Chairman Dodd. Thank you very much. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman. 

Dr. Volcker, I have got three questions, and I think they follow 
up on both the Chairman’s and Senator Shelby’s approach. It 
seems from the report a clear understanding that there needs to 
be some level of regulation of some of these institutions that fell 
between the cracks. Yet it seems that even though major money 
center banks that clearly were regulated followed the market to 
start putting out these same kind of complex new instruments, 
your term of “over the top financial engineering.” 

I guess on a going-forward basis, as we move forward to some 
new structure, even with regulation and transparency, is that 
going to be enough or should there be some point of an evaluation, 
almost a societal value evaluation, of some of these instruments, 
whether the extra ability to price that risk down to the last decimal 
point is worth all of the side risks that we have seen taking place 
by some of these instruments? 

Mr. Volcker. Well, we do a lot of talking about the importance 
of risk management and so forth, but, in essence, the conclusion 
that we have is that some of these innovations and some of these 
very risky activities are almost inevitably going to get ahead of the 
regulators, and these basic institutions — the big commercial banks, 
in particular — are of systemic importance, therefore should not get 
involved in those activities. They are too risky, and I think it is 
clearly demonstrable they involve conflicts of interest that add to 
the uncertainty and risk. 

Senator Warner. So you would see some system whereby there 
might be bright-line prohibitions 

Mr. Volcker. Yes, I see — we suggest some bright-line prohibi- 
tions for hedge funds and equity funds, and you asked me about 
proprietary trading — you did ask me about proprietary trading. I 
think these big financial institutions probably have to have some 
capacity, do need some capacity for trading. But if they have very 
aggressive trading in very large amounts, where it is not quite 
such a bright line, you probably need special attention, and we sug- 
gest special attention via special capital requirements if they are 
going to engage in those activities. 

Senator Warner. And as you said, sometimes these instruments 
get ahead of the regulators, and how do you 

Mr. Volcker. No question about that. 

Senator Warner. You do not want to stifle innovation, but it 
seems to me that some of these instruments recently were more 
about fee generation than they were about appropriately pricing 
risk? 

Mr. Volcker. Well, I think that is true, but there is plenty of 
room for innovation outside of the basic banking system, and that 
is a distinction we make. All kinds of sophisticated capital market 
techniques, a derivative explosion which may have gone too far, but 
the whole idea of securitization could be developed outside the 
banking system. To the extent it is inside the banking system, we 
say, well, the bank should hold onto what they securitize. That is 
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a traditional function. But outside, they can engage in all kinds of 
trading and 

Senator Warner. But wouldn’t you say some of these outside 
functions now need to have some kind of regulatory 

Mr. VOLCKER. Yes, well, I guess we are trying to say we want 
to go relatively lightly, if they are relatively small institutions 
without systemic significance. But if they get big enough — and 
some of the hedge funds have, and we had the experience of Long 
Term Capital Management in the past where, rightly or wrongly, 
people thought it had systemic implications. Then you have to 
think about leverage requirements and capital requirements and li- 
quidity requirements. 

I myself think that would just be a handful of those institutions, 
and most of them — we do call for reporting and registration, but I 
do not think they would take heavy regulation. 

Senator Warner. Well, let me follow up on Chairman Dodd’s 
question as well, one of the points he raised. A lot of your focus 
is on systemic risk. We have heard the comment a lot in the pop- 
ular press, you know, certainly these institutions are “too big to 
fail.” On a going-forward basis to try to alleviate that systemic risk, 
should there be some examination of sizing of some of these institu- 
tions? 

Mr. VoLCKER. Yes, well, we make a fleeting reference to that ac- 
tually in the report. There is now more concentration than you ever 
had in the United States. The degree of concentration is not as 
great as many foreign countries have, but it is very large from our 
history. And I think that is a question you want to ponder. It has 
got political, obviously, as well as economic circumstances, whether 
there is such a thing as not only “too big to fail,” “too big to exist.” 

Senator Warner. Right. 

Mr. VOLCKER. And it has got — we certainly have seen how dif- 
ficult it is to manage these institutions given the variety of func- 
tions they have been performing. Now, we suggest that their func- 
tions be simplified. That would be easier to manage. But, still, 
there is in present law, as you know, a limit on deposit-taking. I 
think it is 10 percent. You cannot go beyond 10 percent. Back when 
I was Chairman, we once suggested 5 percent, which some people 
thought was too big. Now it is 10 percent. 

You know, it raises a question at some point. When is enough 
enough? 

Senator Warner. Right. 

Mr. VOLCKER. And I think you ought to look at it. 

Senator Warner. One last question. Over the last decade, as 
somebody who spent some time in the financial markets, there has 
always been the argument, oftentimes from our friends in the U.K., 
you know, to come over to their markets. Wall Street was com- 
plaining that if there was additional regulation, we would see a 
flight of all these firms abroad, development of new money centers 
all around the world with not as stringent a regulatory structure. 

In light of this complete worldwide collapse, do you think there 
will be an ability to come up with some strong international stand- 
ards? Or are we going to be able to patch this over and still have 
a few 2-years later, 5-years later, a rush to the bottom as firms try 
to go around the world to find the least regulatory 
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Mr. VOLCKER. I think we have had a real wake-up call, here and 
elsewhere, in Europe, Japan, China. And this wake-up call I hope 
is strong enough so that we will emerge from this with consistency 
and the basic regulatory and supervisory framework. If it does not, 
I would still do what we think is appropriate here and let them go 
if they want to be in 

Senator Warner. Even if we have a regulated system, you could 
make the argument that might be the safer system. 

Mr. VOLCKER. Yes, and I think in the long run — suppose we now 
had a strong regulatory system, and it was Europe and Japan and 
elsewhere that was in worse shape. All the money would be flowing 
into us because it was the strongest system. 

Now, unfortunately, that is not the case right now. But it should 
be the case. What should be the case is we have a high degree of 
uniformity. And I do not think that is impossible. You already have 
that pretty much in the capital area. Now, that is just one area. 
You have got a lot of other areas — the hedge fund regulation, rat- 
ing agency regulation, accounting is one place where I am sure — 
I have a special background here, but I think we should have uni- 
form accounting around the world. 

Senator Warner. If I just follow where you are headed, you 
would actually say a strong regulatory system with appropriate 
oversight in this country would not be counterproductive to the 
continued growth of capital markets in the United States. It might 
still be a long-term benefit to our country. 

Mr. VOLCKER. Yes. That does not mean you want unproductive 
regulation. Good regulation we ought to have, regardless of what 
the rest of the world does. 

Senator Warner. All right. Thank you, sir. 

Chairman Dodd. Thank you very much. Senator. I asked some- 
one once, “Why do you think it is that the world comes here?” — 
talking about, obviously, not the present day, but a little time ago. 
“Why does the world come here and bring its wealth?” The answer 
I was given, two reasons: one, we are very good at making money, 
and as importantly or more importantly, it was a safe place to be. 
You might make a bad bet, but you were not going to lose your 
money because the system was corrupt or did not work. And I 
think that is the point that Senator Warner is making, and I think 
if you have a strong, sensible, balanced regulatory system, the 
world could also follow us. They may not join us, but they will 
move in that direction. 

Mr. VoLCKER. I have hopes that, given what has happened, you 
will get some uniformity. You know, the argument always was we 
will lose all this business to London. Well, London has got the 
problem at least as much as we have, and I think that is generally 
recognized at this point. 

Chairman Dodd. Senator Johanns. 

Senator Johanns. Thank you, Mr. Chairman. 

In reference to your last comment, I will offer an observation, 
and that is that the financial crisis is bad enough; where I do think 
there is a good chance of uniformity, just as you suggest, I think 
over time it is hard to sustain that. Why? Just simply because one 
country is going to look at this and, you know, when things sta- 
bilize — and hopefully they will stabilize — that country is going to 
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say, you know, we could get more banking business here if we 
tweaked this a little bit and tweaked that a little bit. So you almost 
need to think about what mechanism you have in place to deal 
with that economic phenomenon. Countries want business, and 
they are going to do things. Sometimes over time we see it is bad 
judgment, but I would just offer that observation. 

A couple more observations, and then I would like to ask you a 
question. It seems to me — and this is so complicated. It is hard to 
say there are a couple of reasons for what is going on, but it seems 
to me that there are two really, really important things that really 
have led in a substantial way to this financial crisis. 

Number one is whatever mechanism was in place to evaluate 
risk accurately just failed. Highly compensated, enormously bright 
people being advised by the best in the business simply lost their 
way when it came to evaluating risk. 

The second thing was that, for whatever reason, as regulatory 
agencies or departments tried to get a handle on this, it was very 
difficult for them or they dropped the ball, or whatever, in terms 
of themselves blowing the whistle on unreasonable risk being 
taken. 

Those two things strike me as really fundamental to what we are 
dealing with here. If you agree with that statement, I would really 
be interested. Dr. Volcker, in your educating us on how your rec- 
ommendations would deal with that, number one, the failure to ac- 
curately evaluate risk and, number two, the failure, for whatever 
reason, to blow the whistle on that risk. 

Mr. Volcker. Well, we have got a lot of rhetoric in this report 
about the importance of risk management and trying to deal with 
the problem you have and the failures of risk management in our 
leading financial institutions — partly, and importantly, because the 
complexity became so great that we lost sight of how to measure 
the risk. 

Now, I have got a point of view on this, but the markets were 
taken over by financial engineers. They were mathematicians. They 
were not market people. They somehow thought that financial mar- 
kets would follow the laws of physics or some natural law and ev- 
erybody had a nice, normal distribution curve. And they kept being 
surprised by outlying events. Well, they seemed outlying if you 
thought of the world of a normal distribution curve, but that is not 
the world of finance that I know. Financial markets are affected 
today by what happened yesterday, and what is happening right 
now affects thinking and affects what happens tomorrow. So you 
get people going to extremes in both directions. And these financial 
engineers kind of thought that they had the answer to how to 
measure risk and take care of it. 

Things were very complex. When you mixed together these enor- 
mous compensation practices, the enormous gains possible, with 
obscure financial engineering, you had a recipe for extremes, I 
think, that kind of came back to haunt us. 

Senator Johanns. If I might just 

Mr. Volcker. That will be addressed by what is happening, but 
so much of the best talent in the United States is going off into fi- 
nancial markets. I wish more of it would go building bridges in- 
stead of financial markets. 
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Senator Johanns. If I might just offer another observation, and 
your thoughts on compensation, I think, really warrant this Com- 
mittee kind of digging deep on that issue. But there is another 
piece to it, too. There was a point in time where someone was com- 
pensated based upon the quality of the loan that they wrote. You 
know, when I bought my first house, you didn’t get that loan unless 
you had a reasonable chance of continued employment, you had 20 
percent down in the bank, et cetera. However, the compensation 
structure turned to how many loans you could write and bundle 
and then sell, and like I said, nobody was figuring out how to 
evaluate the risk, or if they did, they threw all the rules out the 
window. 

Mr. VOLCKER. Well, I think that is a good example. In the old 
days, you had a customer. You evaluated his ability to pay, the 
value of the house, and so forth. But then they came along and 
said, well, look. If we put 80,000 of these loans together, our statis- 
tical analysis says 85 percent of them will be OK and the result 
was you put poorer and poorer loans in the package. It turned out 
that 85 percent were no longer good, and that is where we are. 

Senator Johanns. And the frustrating thing about that, and I 
will wrap this up, for the average citizen out there is that 15 per- 
cent now has been labeled toxic assets and somehow the taxpayer 
feels like they are being imposed upon to own that risk today and 
they are saying, “why me?” 

Mr. VOLCKER. I don’t know how you want me to respond to 
that 

Senator Johanns. You don’t have to respond. Doctor. You 
are 

Mr. VOLCKER. There comes a time when you have to support 
these institutions in the interest of the greater good and the sta- 
bility of the markets. But one of the difficulties in this whole busi- 
ness is very much commented on today, is how you price those as- 
sets when the taxpayer takes them over. 

It is possible you could think of a scenario where if the taxpayer 
has to take them over and the markets are stabilized, the taxpayer 
may actually make money. But you certainly don’t want to go into 
it with the taxpayer unnecessarily losing a lot of money. But it is 
a very — this is all complex enough so it is very hard to unscramble 
all this stuff. 

Senator Johanns. Thank you very much. 

Chairman Dodd. Thank you. Senator. Very good questions. 

Senator Reed? 

Senator Reed. Thank you, Mr. Chairman, and thank you. Chair- 
man Volcker, for not only your testimony, but for your service on 
this G-30 Commission as well as so many other commissions. 

We have been confronted with a long to-do list by the G-30 re- 
port, but our capacity is limited. I wonder, could you focus on what 
you consider to be the top two or three systemic risks that should 
be dealt with immediately? A sense of priority, I think, would 
help — I will speak for myself — would help. 

Mr. Volcker. Well, when you say immediately 

Senator Reed. Well, immediately in the 

Mr. Volcker. First of all, we are going to have — I am not sure 
this is what you meant in asking the question — it is going to cost 
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more money to deal with this financial crisis. There shouldn’t be 
any mistake in your mind about that, that this has deteriorated to 
the point where it is going to take Government support in the in- 
terest of overall economic stability and recovery, and it is going to 
be lots more billions of dollars. I don’t know how many. But that 
is necessarily a priority, which I hope and believe the administra- 
tion will face you with shortly. 

Now, looking ahead, I think we rather put the priority in what 
I put in my statement as our first point, that you have got to take 
these big protected institutions, particularly the large ones, but all 
the banks are going to be protected to some extent, and you have 
got to develop apparatus for protecting, but you have also got to 
limit what they can do, and you want to do that as intelligently as 
you can, because you want them to compete. You want them to be 
innovative in providing services. But you don’t want them taking 
a kind of risk that is inconsistent with the fact that at the end of 
the day. Government support is in the background. Now it is in the 
foreground. But ordinarily, it is in the background. And I think 
that is the, I think, the most fundamental thing. 

But there are so many things that need attention that it is hard 
for me to rank them in priority. The accounting problem is a real 
one. And apart from the fact of the desirability of uniformity, and 
there has been a lot of progress in that area. That is one area I 
think we are going to get uniformity, and we should get uniformity. 
But then uniformity is one thing, but uniformity according to what 
standard? And there, there is a problem with all this mark to mar- 
ket business and fair value accounting. When should that be ap- 
plied? When should it not be applied? If it is not mark to market, 
what else do you do? 

My own feeling is that is something that has to be thought about 
by the regulators themselves and they ought to have a voice in the 
accounting for the basics, banking anyway, banking, insurance 
companies. But intellectually, that is a very tough problem. 

Senator Reed. Let me ask this related question. We are debating 
a significant recovery package at the moment. That, I would think, 
would complement any efforts we make to further aid the financial 
institutions, because without this recovery package, then the poten- 
tial hole has got to be much bigger. Is that your view, also? 

Mr. VOLCKER. That is right. No, you have got kind of a three- 
legged stool. You have got the stimulus package to help provide di- 
rect support to the economy. You have got to have the financial 
package to unleash the flow of credit. And then related to both 
those things, I think you have got the individual mortgage problem, 
which nobody has figured out how to deal with very effectively, but 
it is an important part of the problem. So you have got to advance 
on all those fronts. 

Senator Reed. Let me 

Mr. Volcker. Let me just point out 

Senator Reed. Yes, sir? 

Mr. Volcker. the obvious. If you didn’t have the stimulus 

package, let us say, the worse the economy gets, the more problems 
you are going to have in the banking system. That is obvious. 

Senator Reed. And the bigger the hole that has to be filled. 

Mr. Volcker. The hole gets bigger. 
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Senator Reed. In the G-30 report, the reported noted that credit 
rating agencies are not held legally accountable for their ratings. 
Do you believe that has to change? 

Mr. VOLCKER. I believe this is an area that has to be reviewed. 
We made a few suggestions in the report, including the one that 
you mentioned. I don’t feel that that is the last word, frankly, what 
we say in this report. The whole compensation structure is impor- 
tant and we allude to it, but we don’t say what the answer is. I 
am not prepared now to say I think I know the answer to that, but 
it is not an unimportant question, obviously. 

Senator Reed. Let me ask you a final sort of set of questions. 
The Chairman raised the issue of 1,800 economists at the Federal 
Reserve. Did anyone sort of notice the implications of the housing 
bubble building up and other problems? The Ranking Member has 
talked about sort of looking into the regulatory practices of the 
Federal Reserve, particularly regulating these large institutions. 

My assumption is that on a daily basis, the Federal Reserve 
would have hundreds, perhaps, of examiners within these institu- 
tions. Why wasn’t anyone aware of some of these off-balance sheet 
devices, liquidity puts? Was it an area of concern? Was this an 
issue they were aware or, or were they completely blindsided? I 
think it goes to the point of trying to discover who knew what 
when so we have an idea of how we can restructure the 

Mr. VOLCKER. I do not know the answer to your question. A per- 
fectly reasonable question. I was not there. I can’t answer the ques- 
tion. 

Senator Reed. That is a perfectly reasonable response. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you. 

Senator Bennett? 

Senator Bennett. Thank you, Mr. Chairman. 

Dr. Volcker, welcome. We have had three simultaneous bubbles. 
They haven’t burst simultaneously, but they were going on simulta- 
neously. We have had the housing bubble. We had the oil bubble. 
And then we had a credit bubble. The oil bubble, everyone who 
pumps gas is delighted that it has burst. Everyone who produces 
gas and oil is probably a little sorry that it has burst. But all of 
the dire consequences that we heard predicted with respect to the 
oil bubble are now no longer on the front page and we no longer 
talk about the oil shock and its impact on the economy and the rest 
of us because the price 

Mr. Volcker. What about the opposite? The price isn’t high 
enough to stimulate the 

Senator Bennett. That is right. It has gone from $145 a barrel 
to $35 a barrel and then bounced around. But that is a bubble that 
burst and a collapse that happened very rapidly and the American 
motorist is delighted. 

The housing bubble has burst and we don’t know where the bot- 
tom is. It is uneven across the country, and that is why I am a lit- 
tle suspect of the Case-Shiller number, because that takes the 
worst parts. There are some places in the country where housing 
prices have actually risen, but the mortgage problem remains very 
much a difficulty because nobody knows what the securities are 
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worth. They don’t know how much toxic paper they have, and so 
on. 

Let us talk about the credit bubble. It is different from the clas- 
sic bubbles of the housing bubble and the oil bubble, but we still 
don’t have a firm handle on what is happening with respect to 
credit. We don’t have any kind of normalcy. There was a time when 
credit was enormously available. Now, it is almost not available at 
all, except again, like the housing thing, there are some parts of 
the country where it is available, or there are some markets where 
it is available and others where it is not. 

Look into your crystal ball and tell me, or tell us what it is going 
to take for the credit bubble to resolve itself and how long you 
think that might be. 

Mr. VoLCKER. Well, I won’t profess to know the answer to that 
question with any reliability. It is going to take some time. We are 
not at the end of this business. And I think the immediate chal- 
lenge is to provide some basis for greater confidence in the banking 
system and in lending. You know, it is kind of a spiraling process. 
The worse the economy gets, the less confidence there is, and the 
less confidence there is, the more difficult creditors and the worse 
the economy gets. 

So we have got to break into that cycle, and I think that is why 
I emphasized earlier the importance of dealing with the banking 
situation. It is going to cost some money. And if we do that effec- 
tively, then I think we could begin seeing the end of this. But it 
is, I don’t know how many months, but it is not going to be over- 
night. 

Senator Bennett. It is not going to be soon 

Mr. VoLCKER. We have had a great shock to confidence and trust 
in markets and these markets depend upon confidence and trust 
and it is going to take a while to restore that. 

Senator Bennett. It is not going to be soon and it is not going 
to be cheap. 

Mr. Volcker. And it is not going to be cheap. 

Senator Bennett. Now, since you have put your finger, I think, 
on the real core of all of this, which is confidence, you talk about 
a three-legged stool, a stimulus package, something, for want of a 
better summary term, I will call more TARP to deal with the finan- 
cial institutions, and then resolving the mortgage crisis. I am per- 
fectly willing to go down all three roads, but what happens if we 
pass a stimulus package that is not stimulative? Doesn’t that 
produce a greater hit to the confidence circumstance than if we did 
nothing? 

That is what I think the debate is all about. I don’t subscribe to 
those who say, well, we want the economy to fail because then 
Obama will fail and then the Republicans will come back. This is 
one Republican who rejects that, absolutely, and for the good of the 
country. 

But it is one thing to say, let us pass a stimulus package. It is 
another to be sure it is going to be stimulative. It is one thing to 
say, well, let us shore up the financial institutions. Then it is an- 
other thing to be sure that the way we do that is going to be help- 
ful, and so on. Can you give us your advice as an economist as to 
what you think is the most stimulative? 
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Mr. VOLCKER. Well, I want a stimulus package that stimulates. 

Senator Bennett. Well, we all stipulate to that. 

Mr. VOLCKER. To the extent — you know the dilemma here — to 
the extent you can take action that not only stimulates hut is in 
accordance with some longer-term needs of the economy, obviously 
you are sympathetic toward that. I am sympathetic toward that, 
and that, among other things, leads you to infrastructure. 

Senator Bennett. Right. 

Mr. Volcker. The problem is, that takes time. So what do you 
do in the immediate future? There are things that are very compel- 
ling in the short run in terms of helping people that are out of 
work in terms of unemployment compensation and other things 
where there is the pressure of immediate money in their hands. 
But when you take those two different kind of extremes, both use- 
ful, put it together in as good a package as you can and get it 
passed, would be my advice. I am not an expert on all the particu- 
lars of this program. I haven’t looked at it. But I am aware of the 
debate. But I hope that gets resolved in a constructive way as 
quick as you can. 

Senator Bennett. I have talked to some bankers who say, well, 
the injection of capital that has come as a result of TARP is not 
only welcome, but essential, but we still do not have sufficient cap- 
ital to make any loans. We have sufficient capital to sustain our 
present balance sheet, which we didn’t have before. But we are un- 
able to attract any private capital and we are unlikely to get any 
more public capital. Do you have any prescription for us as to what 
we should be doing there with respect to 

Mr. Volcker. Well, I don’t know what the administration is 
going to propose, but I suspect there is going to need to be some 
public capital 

Senator Bennett. And then 

Mr. Volcker. maybe quite a lot of it. 

Senator Bennett. Then the question arises, in what form? The 
first TARP, for which I voted, contrary to my friend. Senator 
Shelby, was sold to us on the basis that it was going to acquire the 
toxic assets and clean up the balance sheets of the bank, and then 
it changed toward a program of buying preferred stock or making 
some other kinds of loans, warrants, and so on. Along with Senator 
Dodd, I agreed we ought to give the Secretary of the Treasury full 
authority to do whatever he thought was best, but the track record, 
at least coming from somebody’s analysis, has been a little bit spot- 
ty as to whether that is 

Mr. Volcker. Well, I think it is fair to say, if you look back over 
the last 6 months or so, that they were kind of repeatedly fire- 
fighting, on some crucial weekends in particular, and it may have 
been successful or unsuccessful in particular cases, I think mostly 
successful in putting out a particular fire, but it didn’t come across 
as being very consistent and very credible in terms of what comes 
next and I think we have suffered from that. And what we need 
now is, I think, a kind of comprehensive program that recognizes 
the breadth of the problem — it is not just one or two institutions — 
and provides a framework for dealing with this in a consistent way. 
I think that is essential to get confidence back in this situation. I 
hope that is what is going to happen in the next couple of weeks. 



24 


Senator Bennett. Thank you very much. 

Chairman Dodd. Thank you, Senator Bennett. 

Just a quick question before I turn to Senator Schumer. In your 
view, Doctor, looking back, did we do the right thing in early Octo- 
ber in supporting that TARP program or not? 

Mr. VOLCKER. You know, it is very hard to sit on the outside and 
say what should have been done in particular circumstances. All I 
know is something had to be done. Whether it was perfect foresight 
or whatever, we could have done it differently, you mentioned the 
TARP program, which was designed in the first instance — I had ac- 
tually written something about it before it happened and suggested 
that we get rid of some — buy up some of these so-called toxic as- 
sets, and that was the original intention and then they switched, 
maybe for good reason. But the whole thing wasn’t as persuasive 
as it might have been. 

Now understand, as time goes past, these loans are getting 
worse. They are not getting better because the economy is worse, 
so that makes it more difficult. 

Chairman Dodd. So the answer 

Mr. VOLCKER. Well, the answer, as I say, I think you need, apart 
from the stimulus program, you need a program that looks big 
enough, powerful enough, across the board enough, not that it nec- 
essarily has to be applied, but you have something there that can 
be applied in terms of further deterioration of the market or indi- 
vidual institutions. You hope that by the mere fact of being there, 
confidence might begin to be restored. The better looking the pro- 
gram, the less you have to use it. 

Chairman Dodd. So I think I hear you saying, yes, you agree 
that it should have been done. How it was executed is another mat- 
ter. Is that a fair characterization? 

Mr. VOLCKER. I think — yes, I think so. 

Chairman Dodd. Senator Schumer? 

Senator Schumer. Thank you, Mr. Chairman, and thank you, 
Mr. Chairman. It is good to see you. I have been on Banking Com- 
mittees for 28 years and I think you have been testifying before 
them for about 28 years. 

Mr. Volcker. Just about. 

Senator Schumer. So it is good to see you. I have an opening 
statement, Mr. Chairman. I am going to forego reading it. It out- 
lines my general views on regulatory reform, including a much 
more unitary — well, controlling systematic risk, ensuring sta- 
bility — I have always thought all holding companies should be reg- 
ulated by one regulator, maybe the Fed, maybe not, but one regu- 
lator, and I know you have been asked about that — unifying our 
regulatory structure — we have too many regulators, too many holes 
between the cracks, too many conflicting organizations. Third, reg- 
ulating the currently unregulated part of the markets, both instru- 
ments and entities, hedge funds and others. We need to do that. 
Fourth, to recognize that we are in a global financial world, global 
solutions, and increase transparency. Those have been my five 
principles. I wrote an op-ed about this about a year ago and I have 
been sticking with them. It hasn’t changed. So I ask unanimous 
consent that that be put in the record. 
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Senator Schumer. I would like to focus on the international part 
first, because to me, the biggest challenge we face when we set up 
a new system of regulation is not what we do here. I think there 
is sort of a consensus. I mean, I have heard Chairman Dodd has 
said. Chairman Frank, the administration, they are very similar to 
the five things that I have outlined here. But how in this inter- 
national financial world, with a national system of regulation, don’t 
you always flee — doesn’t money always flee to the lowest common 
denominator? And if we regulate swaps here or regulate hedge 
funds here, they just migrate to a place where they are not regu- 
lated because the individual operators, regulation is a common 
good. 

Mr. VOLCKER. Well, I expressed some optimism on this point ear- 
lier, before you came in 

Senator Schumer. Good. Well, I welcome hearing again, because 
there isn’t much 

Mr. VOLCKER. I have optimism only because this crisis is so seri- 
ous. We here in this country, in the U.K., in Japan, potentially in 
China, have never seen anything like this, and so this kind of fo- 
cuses the mind. I think the leaders in Europe and the United 
States, Canada, Latin America, they are all interested in this sub- 
ject. 

You have a forum in the G-30. I don’t think it is an ideal forum 
for this purpose, frankly, for getting into the detail, but it is a good 
forum for making sure that somebody else does it. And we do have 
some international bodies that are making progress. 

In many of the areas that you would be concerned with, take 
hedge funds, the Europeans are more concerned about regulating 
hedge funds than we are. 

Senator Schumer. You know, I am not so worried — I mean, al- 
though the details, look how long it took to get some agreement on 
Basel and the capital accords. 

Mr. VOLCKER. Right. 

Senator Schumer. Everyone had general agreement and it took 
five or 10 years to get this done. 

Mr. VOLCKER. Now wait a minute, I was largely, or importantly 
responsible for the first so-called Basel Agreement. It only took 2 
years. 

Senator Schumer. Right, but Basel II took much longer. 

Mr. Volcker. The revision took much longer because we did 
such a good job the first time. 

[Laughter.] 

Senator Schumer. But, you know, in this new global world, Hong 
Kong could decide that they don’t want the Western consensus. 
They will go for the short-term hit of having 

Mr. Volcker. I 

Senator Schumer. You know, it is just difficult. 

Mr. Volcker. Look, one area where this is front and center is 
in accounting 

Senator Schumer. Yes. 

Mr. Volcker. and I have a special interest in this because I used 
to be the Chairman of the International Accounting Standards 
Committee. 

Senator Schumer. Right. 
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Mr. VOLCKER. And there, the suspicion in the United States has 
been our U.S. GAAP is better than anything else and that we have 
international accounting standards and we ought to adopt U.S. 
GAAP. Well, I think that has been proven to be a bit of an illusion. 

U.S. GAAP is not God, either 

Senator Schumer. Right. 

Mr. VoLCKER. and there are lots of problems, and I see no rea- 
son — I do not believe that the international standards are in any 

sense weaker than GAAP. They are more principle-based 

Senator Schumer. Yes. 

Mr. VOLCKER. ^but in terms of the substance, they are no 

weaker, and there has been a lot of progress. 

Now, there are political pressures on the international standard 
setters and we ought to be alert to that and those pressures, frank- 
ly, are — well, they are in the United States, too, but they are par- 
ticularly strong in Europe, and I think we all have an interest in 
maintaining the independence of the standard setters and we want 
to put pressure on them to do a good job. 

Senator Schumer. Yes. 

Mr. VOLCKER. But I think that is a promising area and a very 
difficult area. 

Senator Schumer. Yes, it has been difficult, the most difficult. 
My worry is a year from now, when we begin to see the light at 
the end of the tunnel here, say China will decide they want to gain 

the immediate advantage and just set up rather sophisticated 

Mr. VoLCKER. No, but we 

Senator Schumer. trading operations, and it just 

Mr. VOLCKER. We said 

Senator Schumer. My experience 

Mr. VoLCKER. We said earlier, if we have got good regulation, 
and good is not synonymous with a lot of regulation necessarily, 
but if we have intelligent regulation and the rest of the world 
doesn’t follow us, well, that is too bad, because I think in the end, 
it will be recognized that we have the best and the business will 
come here. 

I am tempted to say, because this is not the first time I have 
been before this Committee and this problem arising in the United 
States, where when you talk about — the Senator talked about ev- 
erybody wants to tweak the regulation to their advantage. 

Senator Schumer. Yes. 

Mr. VoLCKER. That is true of American States. They are always 

trying to tweak 

Senator Schumer. Of course. 

Mr. VoLCKER. financial regulation to the advantage of par- 

ticular States. So we have had a certain experience there. 

But all I can say is if we can’t deal with this now, given the ex- 
tent of the problem not just in the United States 

Senator Schumer. Around the world. 

Mr. VOLCKER. ^but around the world, we have an opportunity 

to do it. 

Senator Schumer. Yes. I agree, it is a unique opportunity. It is 
just my experience has shown everyone agrees 10,000 feet up, and 
you start getting into the details and they don’t, and then there are 
new instruments that come along and new opportunities for one 
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country to gain on the other and they trade that short-term benefit 
to everyone’s long-term detriment. But good. I am glad you are op- 
timistic. 

Mr. VOLCKER. One thing I would say in that connection, mayhe 
I am optimistic and out of it and don’t know what is going on, but 
there are bodies 

Senator Schumer. I doubt that. 

Mr. VOLCKER. internationally to deal with this, and to the ex- 

tent it can be left to these more or less expert bodies, and account- 
ing is one example, but the Basel Committee is another exam- 
ple — 

Senator Schumer. Yes. 

Mr. VoLCKER. and there are several other examples, the polit- 

ical leaders ought to put pressure on those expert groups. When 
they try to do it themselves 

Senator Schumer. I understand. 

Mr. VOLCKER. 1 think you get a problem. 

Senator Schumer. All you need is one significant outlier to throw 
off the — to toss up the apple cart. 

One other question, because my time is running out, credit rat- 
ing agencies, where there has been real trouble. Do you think the 
model ought to change, that we ought to 

Mr. VOLCKER. I mean, I can answer that question yes. But if you 
ask the next question, how 

Senator Schumer. Yes. 

Mr. VOLCKER. 1 will tell you, I am not ready to make a pro- 
nouncement. I think that 

Senator Schumer. Well, what about the old model, where in- 
stead of the issuer paying for it, it was the investor that did? 

Mr. VoLCKER. Well, I was surprised to learn, or I had forgotten, 
because ever since I have been compos mentis and an adult, I think 
the AAA ratings or AA or whatever they were, but 20 or 30 years 
ago, they were paid by the investor. 

Senator Schumer. Exactly. Yes, and it worked. 

Mr. VOLCKER. And it worked. It seemed to work. So why can’t 
it work again? I don’t know the answer. 

Senator Schumer. The one — and this will be my last, because 
my time is expiring — the one thing people say is that when the in- 
vestor pays, the investor doesn’t want to make it public and there 
is sort of a public good. 

Mr. VOLCKER. Yes. 

Senator Schumer. What would you think of some quasi-govern- 
mental intervention here? 

Mr. VoLCKER. I can’t see the governmental agency making the 
credit rating. The potential political pressures that will come on, 
everybody 

Senator Schumer. Well, that is why I said quasi. Don’t you think 
the Fed is pretty well removed from political pressures? 

Mr. VOLCKER. Well, I think the Fed is more removed, properly 
so 

Senator Schumer. Yes, it should be. 

Mr. VOLCKER. than any other agency, and I like to think it 

has earned that in part over time by competence in the way it acts. 
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But I don’t think you just want to pile everything on the Federal 
Reserve. At some point 

Senator Schumer. Yes. 

Mr. VOLCKER. it breaks. 

Senator Schumer. Well, to clarify, my view would be to go back 
to the investor-paid initially. We have got to do something to 
change it. 

Mr. VoLCKER. Well, I agree with that. 

Senator Schumer. Thank you. Thank you, Mr. Chairman. 

Chairman Dodd. I won’t ask you to comment on this, but since 
your knowledge and background in accounting, the FASB model, 
and I realize they are very different functions we are talking about 
here, but a FASB model has worked fairly well in accounting 
standards, particularly when we got away from the industry sup- 
porting it and financially underwriting it. 

Mr. VoLCKER. Well, that is — the lASB is the FASB model writ 
large internationally. 

Chairman Dodd. So there is a value in maybe talking about that 
model, as well. 

Senator Crapo has been, of all the members of this Committee, 
probably has worked as hard on Government regulation, reform 
regulation as any member, so we welcome your continuing partici- 
pation in the Committee, Mike. Thank you. 

Senator Crapo. Thank you, Mr. Chairman. 

Chairman Volcker, I want to go back to the Group of 30 report 
just to kind of try to understand maybe in a little more detail with 
you what was intended by it. I am going to first focus on one of 
the concepts that Senator Schumer mentioned — I apologize for my 
voice, I might lose it during the questions — and that is the prin- 
ciple of unifying our regulatory system. 

For some time even before we ran into this crisis, I have been 
arguing that we need to unify our regulatory system and really 
make sure that we had the right regulatory system for our finan- 
cial system and for our capital markets. In that context, as I look 
at what we have today, it seems to me we have a lot of overlap 
that is unnecessary. We have gaps where there is no regulation 
where there should be. And we have weaknesses in some parts of 
our system. And what we need to do, as I think you said earlier, 
we need to get good regulation, not necessarily a lot of it. We have 
got to be thorough. We have got to cover everything, and in my 
opinion, eliminate overlaps. 

As I look at the first principle of the Group of 30’s report, it talks 
about dealing with gaps and weaknesses and so forth in the sys- 
tem. But one of your first points is that the activities of banks 
should be subject to prudential regulation and supervision by a sin- 
gle consolidated regulator. Do I understand you or the report at 
that point to be talking about something like merging the functions 
of the OCC and the OTS and perhaps other regulators? 

Mr. Volcker. Well, we deliberately did not get into the specifics. 
We were at a high level of generality when it came to the adminis- 
trative arrangements. But we do recognize the problem that you 
just described and that you had to have some kind of a unified sys- 
tem, at least for banks. 
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Senator Crapo. And when you say at least for banks, I noticed 
one of your other points was that the activities of large insurance, 
investment banks and broker dealers require consolidated super- 
vision. Are you not saying essentially the same thing there in other 
contexts? 

Mr. VOLCKER. Well, I can’t say, speaking in the report, we were 
saying the same thing, because we deliberately didn’t want to get 
into the detail. I think it is an important subject, but we were con- 
centrating on what the substance of the regulation should be. At 
some points, we said it should be consistent. But we didn’t opine 
about who should do what. 

Senator Crapo. Well, let me try to take you there, and you don’t 
have to speak for the report right now. A lot of discussion has been 
made about whether we should have a single regulator like they 
have in England, whether we should have three regulators, one for 
the systemic, one prudential, and one consumer protection 

Mr. VoLCKER. Well, one of 

Senator Crapo. Do you agree with those approaches or that idea 
of consolidating? 

Mr. VoLCKER. I think you should at least explore the idea of two 
regulators, which was raised by Secretary Paulson’s report a year 
or so ago, that you have one on so-called business practices and 
consumer protection and investor protection and one on prudential 
safety and soundness concerns. They overlap. They are not entirely 
separate, but there is substantial difference between those two ap- 
proaches. In fact, there is enough difference in approaches you will 
get a clash between those agencies. But maybe that is healthy 

Senator Crapo. Right. 

Mr. VoLCKER. instead of just having one. Now, you take the 

English pattern, they went all one way and away from the Central 
Bank. Now, that didn’t work so well in terms of crisis. So how do 

you get what we did say very clearly is whatever system you 

have, you had better get the Central Bank involved enough so they 
can respond effectively to a crisis. 

Senator Crapo. Arid that is consistent also with Secretary 
Paulson’s blueprint 

Mr. VOLCKER. Yes. 

Senator Crapo. in terms of the suggestions made there? 

Mr. VOLCKER. Yes. 

Senator Crapo. One other point that was made in the report is 
that the money market mutual funds that were wanting to con- 
tinue to offer bank-like services should be required to be reorga- 
nized as special purpose banks. Could you expand on that a little 
bit? What was intended by that? 

Mr. VoLCKER. Well, what was intended by that — you go back in 
history a little bit. Money market funds developed because — to es- 
cape regulation, effectively. This is a way to provide a banking 
service outside of banks, and they had some competitive advan- 
tages because they weren’t banks and they didn’t subject to bank- 
ing regulations. So when a crisis came along, the framework was 
not adequate. In some cases, they were owned by rich parents and 
it was OK. When they weren’t owned by a rich parent, you had a 
collapse with widespread repercussions. 
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We said, you should not essentially say we should not have insti- 
tutions out there that promise to act like a bank, but they are not 
regulated and protected like a bank. And if they are going to be 
protected de facto, which is what happened here, in effect, they got 
a free ride, and they shouldn’t have gotten a free ride. So if they 
are going to act — if they are going to talk like a bank and squawk 
like a bank, they ought to be regulated like a bank. 

Senator Crapo. Well, one of the principles that I tend to follow 
as I approach this issue is that similar products or similar func- 
tions should be regulated with the same rules or by the same regu- 
lators. Would you agree with that principle? 

Mr. VOLCKER. Well, I think if you adopted that regulation on 
money market mutual funds, the natural thing would be to have 
the same regulator as the banking regulator. 

Senator Crapo. Thank you. One more thing I would like to ask 
a little clarification on and that is your comment and the report’s 
comments about the way we should handle our GSEs, Fannie and 
Freddie. You indicate that a clear separation of Government finan- 
cial support from the private profit-seeking sector of this should be 
done. It is not clear again whether you are saying that we should 
nationalize the Fannie and Freddie functions or whether we should 
withdraw the Federal guarantees or accomplish the Federal guar- 
antees in some other way. What exactly are you saying? 

Mr. VOLCKER. We are saying that is your choice. You ought to 
do one or the other. 

[Laughter.] 

Senator Crapo. All right. 

Mr. VoLCKER. You shouldn’t leave them hung up in between, be- 
cause it is confusing and when you got into trouble, were they pub- 
lic agencies or were they not? And if they were acting in the public 
interest, were they doing right for their fiduciary responsibility to 
the stockholder? I think they got placed in an impossible position. 
They were supposed to be important constructive factors in the 
mortgage market. The crisis came along and they were so over-ex- 
tended in pursuit of their stockholder interests that they couldn’t 
perform the public function. And if they performed the public func- 
tion, their stockholders would squawk. And you shouldn’t permit 
that to happen. 

Senator Crapo. Thank you very much. Just one last question, 
and really, this is sort of a summary to go back to what we have 
already talked about and that you have already expressed a com- 
ment on, but I would just like to explore it a little further with you, 
and that is it seems to me that right now, depending on whether 
you count the FDIC, there are six or seven Federal regulators with 
overlapping responsibilities in some cases, and as I said earlier, 
gaps in some places and so forth. 

It seems to me that regardless of the specifics, that Secretary 
Paulson’s blueprint, the Group of 30 report, even though it didn’t 
get into the details, and a number of the other reports that have 
dealt with this same issue have all concluded that we have too 
complex a system that needs unifying and simplification. Now, 
whether we go to a single regulator or whether we go to a smaller 
number than the seven that we have now, that we need to simplify 
and reduce the number of regulators and clearly identify the func- 
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tions they are regulating and then move forward from there. Is 
that general statement something you could agree with? 

Mr. VOLCKER. Yes, I agree with that, but I guess what I would 
say is when you get to that stage, that stage ought to be second. 
I don’t mean it should be way off, but you ought to have some feel- 
ing about the substance of the regulation and then decide who 
should do it rather than decide who should do it and worry about 
the substance afterwards. 

Senator Crapo. Agreed, and in that context, just to help me in 
my mind, I am starting to think of that substance part of it as 
something focusing on systemic risk, prudential regulation, and 
then consumer protection, and there may have to be some other in- 
surance aspects or whatever. 

Mr. VoLCKER. Yes. 

Senator Crapo. But would that tend to be the kind of thing you 
were talking about? 

Mr. VoLCKER. I think it is one of the possibilities, yes. A good 
possibility. 

Senator Crapo. Thank you very much. 

Mr. VoLCKER. The report doesn’t say so, but 

Senator Crapo. I understand. I understand. 

Chairman Dodd. No, and let me just say, too, I appreciate Sen- 
ator Crapo’s longstanding involvement in this and I think we are 
sort of heading in the same direction on a lot of this. Obviously, 
the devil is in the details, a lot of it, but you are getting sort of 
a consensus emerging up here and some ideas and thoughts in this 
direction. That is why your testimony is so tremendously helpful. 

I can’t — first of all, I don’t disagree at all about the conflicting 
missions of the GSEs of protecting your shareholder interests and 
the public policy notion of housing. I am struck by the notion that 
we are sort of doing — aren’t we doing the same thing now? When 
I look at Citi and Bank of America and Goldman Sachs and the in- 
fusions of massive amounts of taxpayer money, once again, now 
you have got the exact same situation we talked about with the 
GSEs. In effect, we have a massive amount of public money going 
in, so that we are setting public criteria on private institutions. 
What is the difference? 

Mr. VoLCKER. Well, the difference, I hope, is that this is a reac- 
tion to a particular emergency and it is transitional and nobody is 
thinking you are keeping it that way. 

Chairman Dodd. All right. I hope so. 

Senator Crapo. You are right, and I hope so, too. 

Chairman Dodd. Let me just also, and Senator Shelby had to go 
on to another meeting, let me just in a sense respond and ask, as 
well. I mean, look, we obviously know that we have got to go back. 
We are reviewing all the time how we get here. We are asking ev- 
eryone what their thoughts were on how this happened and it is 
a very important question. None of us disagree with it. 

As the Chairman of a committee here, and all my members serve 
on other committees, as well, and we have obviously got a very im- 
portant agenda to deal with, not the least of which is the mod- 
ernization of the regulatory structure and some sense of urgency, 
I happen to believe, and I think you have implied this, if there is 
any silver lining in all of this right now, it is that I think there 
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is a willingness and an understanding that we have to move. In the 
absence of this moment, if this were, quote, “normal” times, I think 
we would have a hard time engaging in this debate and discussion 
because of the vested interests that don’t want anything to change 
at all. So we have been given a moment, unfortunately, here, trag- 
ically, I might add. But it is a moment. 

Now, what do we do with the moment, and my fear is that if I 
end up squandering a year going back and reviewing for the next 
number of months how we got here — not an illegitimate question — 
that I may miss the moment, and I will look back and this Com- 
mittee will look back and say, we had an opportunity. Recognizing 
the moment, we need to do something about this. 

And so I respect immensely the idea that we ought to spend 
time, and I want to move carefully, obviously, and deliberately. But 
my concern is if we miss the moment, we will find ourselves in a 
deeper hole for a good many years to come. 

So let me ask you. Doctor, if I can, do you sense that, as well? 
Should this Committee and the others responsible, obviously the 
House and the President, the executive branch, move? And again, 
as I sensed it, your priority would be to deal with systemic risk up 
front and soon. Is that correct? 

Mr. VOLCKER. Yes, you know, with all deliberate speed. 

Chairman Dodd. I agree. 

Mr. VOLCKER. I am not enchanted by, you know, talking about 
combining the SEC and the CFTC. It is an important issue, but do 
that as part of the whole thing. Just don’t pick out particular 
issues like that, in my view, but I 

Chairman Dodd. Deal with the totality of it. And an issue that 
Senator Crapo brought, and I care about, as well, is sort of the 
forum shopping that went on by the major interests that restruc- 
ture themselves in order to pick out a regulator. It is all back- 
wards, in a sense. We should be determining who is going to be 
regulated, not you choosing who you are going to be regulated by, 
and that has been a constant problem, as well. 

So as I hear you say it, the systemic risk would be the area you 
think we ought to be aggressively pursuing, carefully but aggres- 
sively pursuing. Am I correct? 

Mr. VOLCKER. Yes. 

Chairman Dodd. Do my colleagues have any additional ques- 
tions? Senator Warner? 

Senator Warner. One quick question. Thank you, Mr. Chairman, 
and I had to step out for a moment, so if Senator Crapo asked this 
question, I apologize. 

One of my questions earlier was about the argument over the 
last decade, if we added more regulation, how the capital markets 
would migrate elsewhere, and it seemed like, and I was one of 
those folks who held up what looked like the model in the U.K. as 
maybe one to go after. Clearly, it has not proven to be all it was 
made out to be. Is there some other — as we think through this, is 
there some other nation around the world that has got a regulatory 
structure that you say, hey, as you think through this in America, 
look at country X or country Y? 

Mr. VoLCKER. I hate to make an advertisement for the Group of 
30, but we just issued a big report on that subject. We described. 
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I don’t know, what, two dozen countries, different systems. We re- 
frained from saying which is best, but we did pronounce a lot of 
pros and cons, what looked more promising and the advantages, 
disadvantages of different systems. 

There seems to be some intellectual and other movement toward 
what the Senator was describing of two agencies, one for business 
practices and one for prudential. I can’t claim that that is wide- 
spread, but there are two or three countries, or four or five coun- 
tries that now follow that. For a while, this business of putting ev- 
erything in one agency seemed to attract a following. That enthu- 
siasm has been a bit dampened by the fact it didn’t solve all the 
problems in the U.K. 

But those are the two alternatives that need to be looked at. The 
United States is big enough and complicated enough, we may have 
a system like nobody else’s, but I don’t think anybody is very happy 
with the system we have and it takes this kind of a crisis to change 
it. 

Senator Warner. Well, you could. Dr. Volcker, maybe you could 
share with the Chairman at some point which of those countries 
you think might be models or might give us some guidelines or les- 
sons we could learn from. 

Mr. Volcker. We do have — your staff can, I am sure, look at the 
report we have on that subject because it does try to describe the 
strengths and weakness of different approaches. And there is a 
pretty strong feeling, which is not the case in the United States 
historically, that similar functions should be subject to the same 
regulator and the same regulations, which is 

Senator Warner. So focused on function rather than on institu- 
tion? 

Mr. Volcker. Than by institution, yes. 

Senator Warner. Thank you. Dr. Volcker. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, and Doctor, we thank 
you immensely. Let me just recommend, as well, and I am sure you 
will agree based on your last comment, why don’t we make avail- 
able the staff of the Group of 30, and for any interested members 
and their staffs, we will try and set something up and have a ses- 
sion where they can go through and do exactly that, get into more 
details and the questions back and forth as part of our ongoing ef- 
fort here. It might be very worthwhile and we will arrange that to 
occur, as well. 

And I should have said at the outset, by the way, and I apolo- 
gize, Doctor, you and the Group of 30, the people who are involved 
in this, I know the names are listed in the report itself, but I want 
the record to reflect how much we appreciate that effort. This was 
a very comprehensive effort made to examine this 

Mr. Volcker. Thank you. 

Chairman Dodd. and it is appropriate that our first witness 

in a series of hearings we are going to be having on this subject 
matter comes from this very group that brings a wealth of knowl- 
edge and expertise to this subject matter. We are going to hear 
from the GAO and staff, who have also been involved in this. I am 
going to bring them up here shortly, but I want the record to re- 
flect how much we appreciate that effort. 
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You have begun a very important discussion, obviously not a 
completely comprehensive one, but one that touches on the very 
major issues we will have to address in the coming days if we are 
going to effectively respond to the challenge of modernizing our 
regulatory structure, so I thank you. 

Mr. VOLCKER. Well, I think I can speak for my colleagues that 
engaged in the study that we appreciate your interest. We feel it 
was worthwhile, so 

Chairman Dodd. Well, this is the moment. This is the moment. 
We have been given, unfortunately, a moment. 

Mr. VOLCKER. And just in terms of all this competition between 
countries and so forth, this is an international report. 

Chairman Dodd. I know that. 

Mr. VoLCKER. There is no sharp cleavage between people from 
different nationalities. 

Chairman Dodd. Thank you very much. 

We will leave the record open a little bit. There may be others 
who couldn’t be here today who would like to maybe submit some 
ideas and questions to you, as well, and if you have a chance to 
respond to those. We thank you. 

Mr. VoLCKER. Thank you. 

Chairman Dodd. I will invite our second witness up, our second 
panel. Welcome to Dr. Gene Dodaro, who is the Acting Comptroller 
General of the U.S. Government Accountability Office, the GAO. 
Mr. Dodaro has worked for over 30 years in a number of key posi- 
tions at GAO, including Chief Operating Officer. He will also be 
testifying tomorrow before the Committee on the Troubled Asset 
Relief Program, so he is a busy man with being here today and to- 
morrow. 

Mr. Dodaro will be accompanied by two GAO staff members, Rick 
Hillman and Ms. Orice Williams. We thank you for joining us, as 
well. 

Why don’t you come on up and sit with — have both of you come 
up and sit there, because I know you worked very closely on the 
details of all of this and I know Mr. Dodaro would appreciate hav- 
ing you sit there with him, as well, and respond to some of this. 

Again, we thank you very, very much. I am sorry about the 
delay, but obviously a lot of questions for Dr. Volcker. So we wel- 
come your comments, and again, congratulations on this. All of us 
have great respect for the GAO and the work you do, but this is 
a very important effort you have put forward and sort of a template 
for us to begin this very important discussion of regulation mod- 
ernization. 
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STATEMENT OF GENE L. DODARO, ACTING COMPTROLLER 
GENERAL, U.S. GOVERNMENT ACCOUNTABILITY OFFICE 

ACCOMPANIED BY RICHARD J. HILLMAN, U.S. GOVERNMENT 

ACCOUNTABILITY OFFICE; AND ORICE M. WILLIAMS, U.S. 

GOVERNMENT ACCOUNTABILITY OFFICE 

Mr. Dodaro. Thank you very much, Mr. Chairman. I appreciate 
the opportunity to appear before you and the members of the Com- 
mittee this afternoon to assist your deliberations on the financial 
regulatory system. 

As you mentioned, we in this report embarked on an effort to as- 
sist this Committee and the Congress in tracing the evolution of 
the financial regulatory system over the last 150 years, how it has 
evolved; to talk, second, about some of the developments in the 
market that has really challenged that regulatory system; and to 
put forth a framework to help guide decisions on how to craft and 
evaluate proposals to change the system going forward. 

Our bottom line conclusion is that the current system is out- 
dated, it is fragmented, and it is ill suited to meet the 21st century 
needs of our nation. There are many reasons for this. Three I 
would point out, trends that we identified in the report. 

First is that the regulators have struggled and often failed to 
mitigate the systemic risks of large interconnected financial con- 
glomerates or to adequately ensure that they have managed their 
own risks. There is no one single regulator charged with looking at 
risk across the financial system. This, as mentioned in the earlier 
discussions today, is a problem that needs to be addressed. 

Second, regulators have been confronted with some large market 
participants that are less regulated. Non-bank mortgage lenders, 
credit rating agencies have been mentioned here. They are two that 
we point out in our report, as well. 

Third, both the regulators, consumers, investors have all been 
challenged by the emergence and growth of complex financial in- 
struments, whether it is collateralized debt obligations, credit de- 
fault swaps, over-the-counter derivatives. All these products have 
really evolved and introduced new dimensions into the system that 
really outpace the regulators’ ability to be able to handle that. 

Now, going forward, we think that action needs to be taken. It 
needs to be deliberative, as pointed out here in the discussion so 
far. And in order to assist this, we outline nine characteristics in 
our report which we think are good touchstones. 

First is that the regulatory goals need to be clear and articulated 
in statute, and the goals really ought to drive the substance of the 
organization, as Dr. Volcker mentioned earlier, and they ought to 
be in statute so that they can be used to hold the regulators ac- 
countable going forward and can provide consistency over a period 
of time and ensure that there is consistency in the regulation going 
forward. 

Next, it has to be — reform has to be comprehensive. The current 
institutions and products that, where there are gaps, the gaps need 
to be closed and it needs to be looked at in an interrelated set of, 
as has been mentioned, in a unified basis going forward. 
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System-wide risk needs to be addressed. Somebody needs to be 
in charge of making sure that the system-wide risks are monitored 
going forward. 

It needs to be flexible and adaptable, and by that we mean it has 
to allow for innovation, but somebody has to be staying abreast of 
risks that are emerging going forward. We know where the risks 
are now. What shape they will take in the future is really any- 
body’s guess at this point, but we need to have a monitoring system 
in place that can triage those risks, make determination, not be to- 
tally reactive to the situations going forward. 

It needs to be efficient and effective. By this we mean there is 
overlapping jurisdictions right now that can be consolidated or 
looked to to consolidate so we have an efficient system going for- 
ward. 

Consumer protection has to be also a paramount consideration 
here. Every time we have evaluated an activity for this Committee 
or another committee in Congress in terms of whether it is credit 
card fees or whether it is mutual fund fees, the disclosures invari- 
ably aren’t adequate enough going forward, and I believe there also 
needs to be more attention to financial literacy concerns. The Fed- 
eral Government has a commission on this, but it hasn’t been — had 
a strategic plan, been resourced properly. That needs to be part of 
the package, as well. 

The regulators have to have the right authorities. They have to 
have proper independence, and that involves the funding sources 
that they draw upon to ensure that independence going forward. 

And last, taxpayer exposure has to be minimized. We believe 
that whatever structure is put in place, that future failures are 
borne by the cost of the market participants and not by taxpayers 
going forward. An example here is what is set up currently in the 
Bank Insurance Fund, where fees are paid and then institutions, 
if they fail or are taken over, then the fund is recapitalized by the 
participants in the fund and not by taxpayers going forward. 

Now, to your point about seizing the moment, one of the things 
that we did in order to highlight attention to dealing with this 
issue was add the need to modernize the financial regulatory sys- 
tem to our most recent update for the High-Risk List that we keep 
for the Congress and unveil at the beginning of each new Congress, 
and this is important because we have added areas in need of 
broad-based transformation as one of the criteria to be put on the 
High-Risk List. We think it was important to do that, to feature 
this as the attention of need of change both by the executive 
branch and importantly by the Congress, in this case, through leg- 
islative initiatives. 

So that sort of concludes my opening statement. My colleagues 
and I would be happy to answer any questions that you have. 

Chairman Dodd. I must say, you are always a spectacular wit- 
ness. That was his testimony given without reading, and your com- 
prehensive knowledge of your own report is pretty impressive. You 
have testified before us on numerous occasions and you always do 
an excellent, excellent job, and so I command you and your staff 
for your depth of understanding and appreciation of the issue. 

Am I to understand, by the way, when you listed the list, the list 
is not necessarily in the order of importance, because consumer 
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protection comes sort of at the mid-point in that list and I don’t in- 
terpret that to mean that that is less important than the first issue 
you raised. 

Mr. Dodaro. That is correct. Basically, these nine characteristics 
all have equal value. The only thing I would say is we list the regu- 
latory goals articulation up front, which could include — and should 
include — consumer protection as sort of an overarching starting 
point. But other than that, they are all of equal importance. 

Chairman Dodd. And the last comment you made is I under- 
stand to he that you believe this ought to he a high-priority item 
for this Congress, the 111th Congress. 

Mr. Dodaro. Definitely. 

Chairman Dodd. Yes. Let me, if I can, begin with the first ques- 
tion I asked Dr. Volcker, because again, while obviously we are 
looking forward here. Senator Shelby’s point, whether you want to 
have this Committee do it or someone else do it or however, and 
I think you can walk and chew gum, that we can actually do both 
functions maybe simultaneously, that is analyze how we got here 
as we decide what steps to take going forward, is an important 
question. 

And so the question I asked Dr. Volcker was, I will repeat, and 
that is your, in fact, the report here states, and I quote here: 

Mechanisms should be included for identifying, monitoring, and managing 
risk to the financial system regardless of the source of the risk. 

What was the source of the risk? 

Mr. Dodaro. I think, you know, basically the three areas that I 
pointed out in terms of these developments that have occurred that 
have outpaced the ability of the financial regulatory system. It de- 
pends on how you want to frame it. Our report frames it in terms 
of market developments compared with the regulatory system. Our 
report is not a comprehensive inventory of every, perhaps, poor de- 
cision that was made by individual regulators or by companies or 
by other institutions going forward. Clearly, that is worthy of in- 
vestigation. 

But our point was that there are these broad trends, and these 
trends, you know, we have seen emerge over a period of time. In 
1994, we issued a report on the problems that were emerging in 
derivatives. In 2004, at the request of this Committee, we issued 
a report talking about the need to modernize the financial regu- 
latory system. So a lot of the need to change the system, I believe 
has been emerging over a period of time. It was definitely brought 
to the forefront over this past year in the scope and dimensions of 
the problem. But I think there is enough basis of study being done 
that could begin to build the record that Senator Shelby was talk- 
ing about. 

But until action is taken, we continue to have these exposures 
and vulnerabilities, and I don’t think, you know, some of this can 
proceed on a parallel path. 

Chairman Dodd. I agree with you, as well. 

Let me — the structure of the financial regulation. Again, we have 
heard a lot of different ideas today. I keep sensing some com- 
monality among members up here and I would like to raise, if I 
can, in order to address the problem, should we consolidate regu- 
latory agencies? If so, which agencies should be consolidated and 
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what public policy goals would such consolidation achieve? Is there 
a role for maintaining a State-Federal system of optional bank 
charters, for instance, in your view? What are the advantages and 
disadvantages of creating a Federal insurance regulator? 

We are debating up here, and this subject has been before us, on 
the Optional Federal Charter. A lot of people think there is not 
much debate over life issues. There is a significant debate over 
property casualty issues of how we go. What are your thoughts on 
those questions? 

Mr. Dodaro. I will ask Mr. Hillman to comment on the insur- 
ance industry. He has done a lot of work on that area. But in terms 
of your first question about consolidation, some of our work in the 
past, in the banking regulators agency, we raised the issue of the 
potential benefits of merging OTS and OCC and perhaps the super- 
visory responsibilities of the FDIC as a potential area that ought 
to be examined going forward. Obviously, many people have men- 
tioned the SEC-CFTC potential issue going forward. 

But my point would be, at this juncture, those decisions need to 
be made in concert with identifying who the systemic regulator 
would be, because the relationship between that regulator and the 
other regulators that may have more specific prudential respon- 
sibilities, I think needs to be thought of in a holistic fashion. Other- 
wise, we are going to put in place another potentially fragmented 
system to replace a fragmented system that we already have. 

Chairman Dodd. So get to the systemic risk issue first? 

Mr. Dodaro. First, and then in parallel with that decide how to 
make the other system support that, and it will also help the sys- 
temic risk regulator because they won’t be having to deal with as 
many other entities going forward and it does address the issue of 
regulatory arbitrage that you mentioned earlier, Mr. Chairman. 

But Rick can comment on the insurance area. 

Chairman Dodd. Yes. 

Mr. Hillman. The notion of an alternative national insurance 
regulator is something that is deserving of significant merit, that 
we need to best understand the tradeoffs associated with that. But 
in recent years, the preponderance of evidence, particularly 
amongst the larger insurance companies, suggests that they are at 
a disadvantage compared to the banking and security sectors in 
that the banking and security sectors can bring new products to 
the market more swiftly that are similar to products that are also 
being sold by the insurance industry. However, the insurance in- 
dustry, rather than having one or a small number of regulators to 
get product approval, has 54 separate regulators from the 50 dif- 
ferent States and four different Territories. So the idea of having 
some commonality associated with the introduction of products of 
similar nature in the marketplace is something that deserves close 
attention. 

Chairman Dodd. Yes. Well, it does and this Committee cares a 
lot about it. What about the State-chartered versus federally char- 
tered institutions? 

Mr. Dodaro. I think what we have seen and observed over time, 
the State function, particularly as it relates to consumer protection, 
has provided an important safeguard and we think the benefits of 
that need to be preserved going forward. There needs to be obvious 
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coordination in this area. There are — it is important always to have 
some checks and balances in the system, and I think the Federal- 
State issue is one of the important checks and balances that needs 
to be maintained in a revised system. Most of our work is focused 
on the Federal level, of course. 

Chairman Dodd. Let me jump, if I can, to the issue of failing in- 
stitutions. The GAO report suggests that a regulatory system 
should have adequate safeguards that allow financial institution 
failures to occur while limiting taxpayers’ exposure. Can you give 
us an example of some of those safeguards? 

Mr. Dodaro. I mentioned, alluded to one in my opening state- 
ment. The Bank Insurance Fund, I think, is the model that we 
have in mind going forward here extended across the system 
whereby the banks pay fees into the system. The fund is then cap- 
italized. There is a statutory ratio that is set, and if the fund falls 
below that ratio, FDIC has a number of years in order to recapi- 
talize the fund 

Chairman Dodd. Right. 

Mr. Dodaro. ^but that is done by the financial institutions in 

the system and not supported by taxpayer funds. I mean, that was 
something that was modernized during the savings and loan and 
banking crisis we had in the 1990s. 

Chairman Dodd. Yes. 

Mr. Dodaro. We think there ought to be something like that 
more broadly speaking in this system so that the taxpayers aren’t 
turned to to provide anywhere near the level of investment that we 
are being asked to provide today. 

Chairman Dodd. The former SEC Chairman, Bill Donaldson, 
once warned against executive compensation plans that empha- 
sized rewards for short-term financial targets, and I quote him 
here. He says, “People with targets and jobs dependent on meeting 
them will probably meet the targets, even if they have to destroy 
the enterprise to do it,” end of quote. 

I wonder if you might explain the relationship of compensation 
to risk taking, particularly when oriented toward short-term goals 
and discuss how they should be addressed. 

Mr. Dodaro. This is an area that we haven’t studied extensively 
going forward, but clearly the role of incentives here are important 
going forward and you are seeing some of that. We point some of 
that out in our report in terms of the number of mortgages lent, 
for example, and the incentives systems build into it. So I think 
that is an area that needs a lot more study and attention, but 
clearly, the incentives in the corporate governance aspects of this 
can’t be overlooked going forward. 

Chairman Dodd. So the issue of proxy voting and so forth on 
compensation issues, it has been discussed a little bit in the past, 
but to what extent shareholders at what level have a right to par- 
ticipate in making — first of all, they find out invariably a lot of 
these contracts are entered into and you don’t discover all the de- 
tails of them until someone is leaving. 

Mr. Dodaro. Mr. Chairman, let me go back and look at what we 
have done in the past. I don’t have a ready answer for you on that 
today and we will provide one. 
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Chairman Dodd. I appreciate it. I thought you might, but it was 
one I wanted to raise. 

Let me turn to Senator Johanns. 

Senator Johanns. Thank you, Mr. Chairman. 

A couple of thoughts. Having run a State government from the 
Governor’s office and having a Director of Insurance which I ap- 
pointed and regulating insurance at the State level, I will tell you, 
and we were a fairly small State population-wise, at least, that 
there was a closeness of regulation there that never got very far 
away from you. 

Now, I compare that with having run a Federal department, very 
large, 110,000 employees in 75 foreign countries. We regulated a 
whole bunch of things. These regulatory enterprises can be so big 
and the diversity so enormous around the country that what hap- 
pens is exactly what your report points out. It just breaks down. 

And so when you start comparing State charter versus Federal 
charter, et cetera, I think we have to keep that in mind. I really 
do. Having run both, I can tell you, a department that regulates 
on a national basis is always going to fight that battle. That is my 
observation. 

My question, though, deals with kind of a follow-up on this whole 
issue of risk analysis. How do you figure out that this basketful of 
assets has value and what is its value and what exposure do you 
want to take to that risk? I would like to hear your thoughts on 
that. Is this something where you would suggest that our regu- 
latory framework have kind of a pre-approval feature to it, because 
once the investments are made, the horse has pretty well galloped 
out of the barn, if you know what I am saying. I would just like 
to hear your thoughts about that. 

Mr. Dodaro. Yes. Clearly, the risk management failed at several 
levels in this situation. It failed at an institution level. It failed at 
an industry level. It failed at the national level and at an inter- 
national level. I think the breadth in which this moved across the 
globe, I think really surprised a lot of people. 

At the request of Senator Reed, in his capacity as a Chair of one 
of the subcommittees of this Committee, we are looking at risk 
management practices going forward and I will ask Ms. Williams 
to give you a little bit of an outline on what he has asked us to 
do, and we will be reporting on that shortly. 

But this is an area that I think is really in need of attention 
going forward. This is the role that we would see the systemic risk 
regulatory playing, to monitor the developments and to make that 
decision. And I think you are going to have to rely on the regu- 
lators to make the decision as to whether to intervene or not. There 
is the possibility perhaps of allowing pilots to go forward without 
it being system-wide. There are other cases where you may want 
to be watching it, monitoring it for a while very closely. But this 
risk management that we have in mind needs to be an active risk 
manager, not over-reactive, but not under-reactive, as well. 

Orice? 

Ms. Williams. Basically, what we are going to do on this engage- 
ment, we are looking at risk management oversight. We are specifi- 
cally interested in what the Federal regulators do when they look 
at risk management at an institution, how they actually go about 
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examining that particular aspect of a financial institution, and 
then we are looking at how the regulators identify risk that they 
are going to focus on in an examination, because they do risk-based 
examinations, to see how often risk management bubbled up in the 
past several years up to the current point. And then finally, we are 
looking at the resources that are dedicated to the examination 
function across the banking regulators, as well as the SEC. 

Senator Johanns. One other thing I wanted to ask you about as 
you start to look at this is the whole issue of offloading risk, and 
maybe there is no solution to that, but it seemed to me this system 
got created in such a way that the premium for me as the broker 
was to write the loan at all costs, whatever I could do to get that 
person to sign on the dotted line, then it is packaged and it is sold 
off and the risk goes to somebody else and somebody else or what- 
ever. 

I would really like to hear your thoughts on how to deal with 
that, because — and maybe that gets back to the issue of valuation 
again. But to me, that seems to be an important element as we 
think about what we want to do with the regulatory system. 

Mr. Hillman. When you go back a decade or more, the process 
that depository institutions typically followed in funding mortgages 
is they would have their own underwriters review the competency 
of individuals to pay those loans and they would go through a de- 
tailed process before making a decision to provide a loan to an indi- 
vidual. Once that decision was made, they would hold that risk or 
hold that loan on their books themselves. 

Today, most oftentimes that is not the case. The case is a model 
of originate to distribute, where institutions are making decisions 
and receiving a fee for that service and passing that risk on to oth- 
ers. This originate to distribute model is one of the reasons why we 
have resulted in the crisis that we are in today and some say that 
additional attention is going to be needed in the future to help to 
ensure that at least some responsibilities are being held by each of 
the individual parties along the way to ensure the appropriateness 
of decisionmaking at each of those levels. 

Senator Johanns. Can I often one last piece to this? That piece 
would be the thought of rating the risk. Is that an appropriate gov- 
ernmental function? For example, if my bank wants to go out and 
originate junk in the hopes of marketing it, we should call it that. 
If, on the other hand, they are following a model of caution and due 
diligence and doing the very best they can to make sure that those 
loans are going to be repaid, that should be viewed differently. 

But the important thing is, how do we let the consumer know 
that? How do I, Mike Johanns, going in to make my deposit, how 
do I know that those practices have been employed, so if I buy their 
stock or invest my money in that stock or whatever, I am an in- 
formed consumer? These are complicated issues, but I think that 
is what we are trying to get to here, is to protect the consumer. 

Mr. Dodaro. I think basically the answer to that question. Sen- 
ator, I think involves safeguards at various levels. You need to 
have the regulators in the examination be clear that the institu- 
tions are following due diligence, good practices; second, there is 
proper disclosure; and then third, there is education, and then a 
consumer protection safeguard in place. 
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So it is a very important question. It runs — the threat of it runs 
through all these various areas that we are talking about. I don’t 
think there is one solution to it, but it is something that needs to 
be looked at on a comprehensive basis because it is pivotal to the 
decisionmaking that takes place within all these various levels of 
institutions and products. 

Senator Johanns. We have run out of time, but my final 
thought, Mr. Chairman, is this. If we don’t figure this piece out, the 
mechanism won’t make a bit of difference. We can create this. We 
can put it under the Fed. We can do whatever, whatever, but if you 
don’t solve that piece of it, then they are almost guaranteed to fail 
as a regulator and we will be back to reports like you just wrote. 

Mr. IlODARO. Yes, and basically, that is why we set out those 
characteristics, because if you address all the characteristics, we 
believe you will get at this issue. This isn’t just the question of 
moving boxes around and solving a problem. It is not anywhere 
near that simple. 

Senator Johanns. I went over my time, so thank you. 

Chairman Dodd. No, you didn’t. Senator. You just made a very, 
very valuable point to me, because if there is that common denomi- 
nator, as Mr. Dodaro just described that thread, I believe it is con- 
sumer protection. I think we have operated for far too long, over 
the last number of years, where there has been a notion that con- 
sumer protection was antithetical to economic growth, that if you 
were talking consumer protection, you were creating hurdles, bar- 
riers to economic growth. 

And the painful lesson we have all learned in these last number 
of months, several years now, is that when consumer protection is 
foremost in your minds, what happens to that investor, what hap- 
pens to that customer who walks in, if you are guarding and 
watching out for them, that you can avoid the very problems we 
got into. 

We didn’t watch out, that is we, the regulators, the Government 
itself, was not watching out for what happened to that purchaser 
of that mortgage. We were assuming somehow that the system was 
taking care of them, and they weren’t, and so they got cheated in 
the process. When you abandon the consumer in your analysis of 
all of this, you put economic growth at risk, and I think your ques- 
tion is right at the heart of it. 

We just move boxes around here and create different structures 
and make it look more simple, but without providing that kind of 
protection, coming back to the notion that protecting the consumer 
is absolutely essential for economic growth and the avoidance of 
the very situation we find ourselves in today, I think is an excel- 
lent point. Thank you for it. 

Senator Warner? 

Senator Warner. Thank you, Mr. Chairman. 

Mr. Dodaro, nice to see you again and, again, compliments on 
initiating this report and listing it as a top priority for the Con- 
gress to take on and the country to take on. 

I want to follow up on Senator Johanns’ point. One of the areas 
that has been suggested — and I do not know if you all have 
weighed in — is if you are originator of one of these mortgages or 
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one of these loans, you keep a stake in the game, that you cannot 
sell off 100 percent of that risk. 

Have you taken a position or do you have a comment on that 
“stake in the game” notion? 

Mr. Dodaro. Now, we have not looked at that particular issue. 
Senator. 

Senator Warner. Mr. Chairman, that is one way, if you are not 
taking the whole — selling off 100 percent of the risk, as Mr. 
Hillman mentioned earlier. A decade ago the bank, the originator 
of the loan, would keep that loan on its books and have a long-term 
obligation. As they have been securitized and sliced and diced, that 
connection and bond between the lender and the lendee has dis- 
appeared. And one proposal is reconnection and making sure that 
if you originate, you keep some skin in the game. 

Chairman Dodd. Absolutely. 

Senator Warner. But let me also follow up on, I think, your ap- 
propriate point about protecting the consumer, and it is kind of, 
again, from a — I keep coming back to, you know, this kind of way 
we approach this. My concern is, Mr. Chairman, that we clearly 
need to do a better job of protecting the consumer, but I think we 
have operated on the premise that transparency and disclosure 
alone would be enough to protect the consumer. And it seems like 
we have had two contradictory policy goals. On one level, we want 
to protect the consumer. On the other level, as we push out these 
more challenging mortgages or credit cards, the population that we 
are dealing with are oftentimes the least financially literate. 

So what I question, even with more focus on financial literacy 
programs, is whether disclosure alone is going to get us there and, 
you know, will there need to be some type of restrictions — again, 
I come back to my bright lines — on certain products that if you are 
not, for example, a qualified investor — I spent 20 years in the ven- 
ture capital business. You know, to invest in my venture capital 
funds, which were high risk, you had to be a qualified investor. 

Do we need to have, in addition to — if we are going to truly pro- 
tect the consumer, in addition to disclosure and transportation, are 
we going to need actually some bright-line prohibitions? 

Mr. Dodaro. I definitely think that the systemic regulator that 
we are talking about would fulfill that function, or at least that 
could be one of the functions they fulfill, is to assess the risk level, 
and there have to be tolerances put in place and balances and deci- 
sions made on a case-by-case basis as to whether the risk — ^you 
know, assuming you have these clear goals of consumer protection 
as one of your goals, along with, you know, allowing innovation and 
capital formation. But, I mean, all those things have to be bal- 
anced. But I think you definitely need that in place. 

I agree with what you are saying, that, you know, disclosure, 
transparency alone are not going to be enough. I think you need 
to have it sort of from one end to the other. One is the regulators 
need to be protecting the consumers as well as allowing for innova- 
tion, all the way through transparency, disclosure, down to edu- 
cating people more to make them more financially literate. 

Senator Warner. I had a family member who I warned time and 
again do not get into this adjustable rate mortgage. All the warn- 
ings in the world, all the transparency in the world, would not 
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have precluded her from taking a bad long-term action. I was able 
to bail her out, but now we are looking to a national Uncle Sam 
bailing everybody out because at some point people with informa- 
tion may still not be making good financial judgments here. 

Mr. Dodaro. I agree completely. 

Senator Warner. So there has to be some protection component. 

Mr. Dodaro. Right. 

Senator Warner. I know our time is getting short, but one last 
question. We have spent a lot of time, again, about all these new 
financial tools and the over-financial engineering that is taking 
place. How do we make sure that the regulators stay abreast of 
these tools and have the skills and the technology and the com- 
petency to make sure that they actually understand these new 
products as they emerge? 

Mr. Dodaro. Well, I clearly think — and I will ask Ms. Williams 
to comment on this because she has been doing a lot of our work 
on these instruments. But, first, clearly the goal has to be set for 
them to do that. And I think if the Congress sets a statutory — as 
part of the regulatory goal, an expectation that occur, that is there, 
I think they need to be given then the authorities to be able to hire 
the necessary people and compensate them appropriately for doing 
that. And I do think they would have the capability to be able to 
do it. 

There is no doubt in my mind that you have some very talented 
people in the regulatory system right now that, given the proper 
goals and expectations, can, you know, develop in that area. It will 
not be easy because of the ingenuity of many of the market partici- 
pants, but I think it is achievable. 

Orice, do you have anything? 

Ms. Williams. The only thing that I would add is that this is an 
area that the regulators are always going to be at a disadvantage 
in dealing with because the markets are always looking to come up 
with new and innovative products. But I think one of the things 
that would really help — and we tried to speak to this with our prin- 
cipal, focused on having, you know, a flexible, nimble process for 
regulators to be able to adjust, is to get beyond the type of product 
and the label that is attached to a particular product and really be 
able to focus on the risk that that product may pose to the system 
and making that the focus and the driver for whether or not prod- 
ucts need to be brought under a regulatory umbrella. 

Senator Warner. So actually making a risk assessment of the 
product, and then if the assessment was the product was too risky, 
then perhaps saying some universes of consumers might not be eli- 
gible to 

Ms. Williams. Or that it needs to be, you know, regulated or 
looked at from a regulatory perspective and not just focus specifi- 
cally on it meets this statutory definition so, therefore, it falls out 
of a regulatory jurisdiction versus it poses this particular risk to 
the system, therefore, it needs to be subject to some level of regula- 
tion and oversight. 

Senator Warner. We had that situation last week in the Madoff 
hearing where we had both SEC and FINRA here, and, you know, 
asked very much suddenly, you know, on broker-dealers, if some- 
body says they were an investment adviser and FINRA is looking. 
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they are going to suddenly stop and not turn over that information. 
These regulatory lines clearly in that case might have precluded 
exposing a real financial scam. 

Ms. Williams. Exactly. And one example, we have worked look- 
ing at credit default swaps, and that is another example of a prod- 
uct that meets a definition and, therefore, there is 

Senator Warner. No examination beyond meeting the definition. 

Ms. Williams. Exactly. 

Senator Warner. Amen. Thank you very much. 

Ms. Williams. You are welcome. 

Senator Akaka. 

[Presiding.] Thank you very much. Senator Warner. 

Mr. Dodaro, it is good to see you again, and our panel. I am so 
glad that we have a new team that is addressing the problems that 
we are facing immediately. And I think you know the history of the 
so-called Financial Literacy and Education Commission. That is 
chaired by the Secretary of Treasury, and it has a mission that has 
really not been carried out. And I think that is an answer to some 
of the problems that have been mentioned here. 

Previously, I heard about protecting the consumers. Well before 
the current economic crisis that we are facing at this time, finan- 
cial regulatoiy systems were failing — failing to adequately protect 
working families from predatory practices and exploitation. And 
this Commission was really put in place to try to prepare strategies 
that would deal with the problems that people in the country would 
have. 

I would tell you that one of the huge problems that this country 
has is that this country is financially illiterate. And so these finan- 
cial literacy programs fill that void, and we need to really, I feel, 
try to bring that back to life and to help the causes here. 

Families have been pushed into mortgage products with associ- 
ated risks and costs that they could not afford. And instead of uti- 
lizing affordable, low-cost financial services found at regulated 
banks and credit unions, too many working families have been ex- 
ploited by the high cost of fringe financial service providers such 
as payday lenders and check cashers. I would tell you — and I am 
sure it is not only in Hawaii — that you find offices like these out- 
side of our bases, and so our military personnel really suffer on 
this. 

So my question to you, Mr. Dodaro, is: How do we create a regu- 
latory structure that better protects working families against pred- 
atory practices? 

Mr. Dodaro. I will ask Rick to elaborate on the Financial Lit- 
eracy Commission, Senator Akaka, but first, it is a pleasure to see 
you again as well. 

We have studied the Financial Literacy Commission. We have 
also studied issues relating to information being provided to our 
military families to educate them. Ms. Williams was involved in 
that, and we can provide that information for the record as well. 

But I think, clearly, the issue first has to be a clear articulation 
of consumer protection being a clear goal of the regulatory system, 
to have it organized properly, resourced properly, and there needs 
to be continual congressional oversight. I think this is an area that 
the whole financial regulatory system needs to have some ongoing 
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oversight activities. Even if the Congress makes the determination 
that the system is going to be modernized and a new system is put 
in place, the idea that that would operate effectively from day one 
without continual refinement and oversight I think is an unreal- 
istic goal. 

And so I would say there needs to be a proper transition and it 
needs to be followed through on oversight. But let me have Rick 
talk about the Financial Literacy Commission, because I could not 
agree with you more about its importance. 

Senator Akaka. Thank you. 

Mr. Hillman. We recently completed a report assessing the Fi- 
nancial Literacy Commission at the Department of Treasury. Ex- 
actly as you have said, this Commission was established to help to 
promote financial literacy on a nationwide level. It brought to- 
gether over 20 departments and agencies who had financial literacy 
programs with the hope of consolidating those efforts and distrib- 
uting those out to the nations in need. What we have found, how- 
ever, though, is that the Commission itself is well understaffed and 
unable to achieve the mission which it was set up to accomplish. 

For example, one of the activities that the Commission undertook 
was to ask each of these agencies to determine the extent to which 
they had any overlap or duplication in the individual financial lit- 
eracy initiatives that they had undertaken. And due to a lack of re- 
sources, they asked each of the agencies to themselves make that 
assessment as opposed to having some sort of expert assessment 
done by an outside party. 

That internal assessment came up with very limited suggestions 
as to how the financial literacy programs could be improved, and 
we made a recommendation that they seek additional expertise to 
assess the effectiveness of those programs. 

Regarding the notion on the military bases, we have done signifi- 
cant work and we have work ongoing now that is looking at the 
extent to which sales of financial products to the military, particu- 
larly egregious insurance products, are continuing to cause havoc 
on bases. Sadly, we are finding that that continues to be the case. 

One of the major limitations associated with the oversight of pay- 
day lenders and other types of establishments that you mentioned 
in your State that is rampant across all States has to do with the 
fact that those types of associations that fall outside of the reach 
of a financial services regulator are under the regulatory authority 
of the Federal Trade Commission. The Federal Trade Commission 
is largely an enforcement agency, not an oversight agency. It is a 
small organization with significant responsibilities, and currently 
configured, it is simply unable to achieve the level of oversight that 
most would like to have. 

Senator Akaka. Yes, and I also understand that the Commission, 
as you said, has been understaffed. Also, they are having problems 
trying to come to some consensus among themselves, the 20 Fed- 
eral agencies, and simply because they have different missions and 
perspectives. But I hope that we can look at these missions and 
perspectives as a means of bringing a solution to this particular 
problem. And part of the mission, of course, is education, and this 
is one thing that we really need to press across the country. And 
I feel that if more of the citizens of this country were better edu- 
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cated financially, some of the problems we are facing now may not 
have been as large as this. 

But I think we need to, Mr. Dodaro, work on this Commission 
to make it more effective and to use its efforts to deal with finan- 
cial literacy in the country. 

Mr. Dodaro. I agree, Mr. Chairman, and we would be happy to 
follow up on our report and provide a follow-up activity report on 
how well they have implemented the recommendations to the Com- 
mittee. 

Senator Akaka. Well, let me thank you for your January 2009 
report, and I have seen parts of it, and your report states that: 

New and more complex products raise challenges for regulators in address- 
ing financial literacy. Without sufficient financial literacy, individuals will 
not he ahle to effectively evaluate credit and investing opportunities or he 
able to cope with difficult economic situations. 

And we agree with that. 

My question to you is: How can we ensure that in a new regu- 
latory structure financial literacy is effectively addressed? 

Mr. Dodaro. I think in the characteristics that we point out in 
our January report. Senator, we point out a couple things, charac- 
teristics that are pivotal to this issue. One is clear articulation in 
statute of a regulatory goal. So this needs to be clearly articulated. 
Someone has to be given the responsibility for doing it, proper re- 
sources, proper accountability back to the Congress, and I think 
that there needs to just be follow-up. 

This is not a hugely difficult task in the sense if we make a pri- 
ority and then we apply the proper resources and we ensure people 
are following through on this initiative. Plus I think this is one 
that if there is work to be done with our education system, there 
needs to be an integrated fashion, you know, put in place to be able 
to do this. 

One of the things that I almost did rather than come to GAO 
many, many years ago is I had an idea to start a class to be taught 
in high schools on this very issue at that point in time because I 
think it is very important. It has got to start early with people and 
be built into the education system, and then it has to be reinforced 
on a more sophisticated level as people take on additional respon- 
sibilities and begin working and making larger purchases going for- 
ward. 

Senator Akaka. Well, I want to thank our witnesses today for ap- 
pearing here, and I apologize for Chairman Dodd, who was called 
away. That is why he is not here. And I want to thank you again 
for your responses. 

The hearing record will remain open for additional statements 
and questions, and, again, I thank you for your responses and look 
forward to having you in hearings in the future. 

This hearing is adjourned. 

[Whereupon, at 5:36 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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STATEMENT OF SENATOR CHARLES SCHEMER 

First, I’d like to thank Chairman Dodd for holding the first of what I’m sure will 
be many hearings on financial regulatory reform. For decades, America generally, 
and New York in particular, have been the financial capitals of the world. Our mar- 
kets have been the deepest, most liquid and safest. Our dominant position was built 
not only on our talent, ingenuity and expertise, but also on a foundation of strong 
but efficient regulation, and a reputation for fairness, that demonstrated to inves- 
tors that they would be protected from fraud and financial recklessness here. The 
events of past 24 months have destroyed our reputation as the system has been 
gripped by a financial crisis that resulted from years of regulatory neglect at all lev- 
els. 

Eight years of the Bush Administration’s one-sided, laissez-faire, deregulatory ide- 
ology have helped cripple our financial system, and an outdated and overmatched 
regulatory system in this country compounded their failure. Even former Federal 
Reserve Chairman Alan Greenspan, once an ardent defender of deregulation and 
the free market, recently acknowledged that there was a “flaw” in his belief that 
markets could and would regulate themselves. I hope that we’ve learned that as ap- 
pealing as deregulation may seem in good times, the price we ultimately pay will 
be far higher than had we exercised the good judgment and restraint imposed by 
responsible regulation. 

Designing a regulatory system is a complicated and difficult task. Regulation 
must strike a delicate balance — providing a sense of safety and security for inves- 
tors, without snuffing out the flame of entrepreneurial vigor and financial innova- 
tion that drives economic growth. 

It’s easy, and even tempting, to go to the ideological extremes on either end of 
the spectrum. But threading this needle correctly is an essential component of re- 
storing confidence and long-term stability to the financial system. 

For many years, the United States had struck that balance very well. However, 
new factors, including technology, globalization, and industry consolidation and evo- 
lution have left our regulatory infrastructure too far behind the reality of today’s 
global financial system. 

Where does this leave us? Well, it leaves us needing significant reform. As we go 
forward, I believe there are a number of clear principles that we must adhere to. 
I’ve discussed these principles before, but I think they’re worth repeating now as 
we begin the discussion of regulatory reform under a new Administration. 

1. ) We must focus on controlling systemic risk and ensuring stability. 

In increasingly complex markets, even the most sophisticated financial institu- 
tions don’t always understand the risks their decisions involve. Smaller institutions 
like some hedge funds and private equity firms, can also create systemic risk in to- 
day’s world and cannot escape regulation, particularly when it comes to trans- 
parency. We need regulation that looks at risk systemically and above all, we need 
to ensure that whatever may happen to any individual financial actor, we can be 
confident that the financial system itself will remain strong and stable. 

2. ) We need to look closely at unifying and simplifying our regulatory structure. 

In this era of global markets and global actors, we cannot maintain the older 

model of separate businesses with separate regulators. Right now there are too 
many regulators at the Federal level with overlapping authority. This creates a reg- 
ulatory “race to the bottom” as less responsible firms are able to play the regulators 
off one another in their efforts to operate with as little oversight and as few restric- 
tions as possible. 

3. ) It is clear that we must figure out how to regulate currently unregulated parts 

of the financial markets and opaque and complex financial instruments. 

There are too many vital players and products in the financial markets that oper- 
ate beyond the scope of Federal regulators, yet have the ability to put the system 
at risk. We must create an effective regulatory framework for those actors and for 
more exotic financial instruments like complex derivatives and even the relatively 
plain vanilla credit-default swaps, which have grown into a multi-trillion dollar part 
of the financial system. 

4. ) We must recognize that a global financial world requires global solutions. 

In this era of global finance, while we have international markets, we still have 
national regulations. The danger is that there is often a rush to the place where 
regulation is lightest and least effective. This may be our toughest challenge. 

5. ) Increased transparency must be a central goal. 
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We must continue to emphasize transparency among all market participants. The 
ability of investors, lenders and especially regulators to evaluate the quality of hold- 
ings and borrowings is essential for restoring confidence. 

A complete overhaul of this nation’s financial regulatory system will be difficult, 
complex and time consuming. I look forward to working with President Obama, and 
under the leadership of Chairman Dodd to advance this process so that as we begin 
to recover from the current financial crisis in the coming months, we have a system 
in place to prevent its repetition. 


PREPARED STATEMENT OF PAUL A. VOLCKER 

Chairman, Steering Committee of the Group of 30 

February 4, 2009 

Mr. Chairman and Members of the Senate Banking Committee: 

I appreciate your invitation to discuss the recent Report on Financial Reform 
issued by the “Group of 30”. I remind you that the Group is international, bringing 
together members with broad financial experience from both the private and public 
sectors and drawn from both highly developed and emerging economies. While cer- 
tainly relevant to the United States, most of the recommendations are generally ap- 
plicable among globally active financial markets. 

I understand that the text of the Report has been distributed to you and your 
staff and will be included in the Committee record. Accordingly, my statement will 
be short. 

What is evident is that we meet at a time of acute distress in financial markets 
with strongly adverse effects on the economy more broadly. There is a clear need 
for early and effective governmental programs both to support economic activity and 
to ease the flow of credit. It is also evident that fundamental changes and reform 
of the financial system will be required to assure that strong, competitive and inno- 
vative private financial markets can in the future again support economic growth 
without risk of a systemic financial breakdown. 

It is that latter challenge to which the G-30 Report is addressed. I understand 
that President Obama and his administration will soon place before you a specific 
program for dealing with the banking crisis. Such emergency measures are not the 
subject of our Report. However, I do believe that the implementation of the more 
immediate measures will be facilitated by an agreed sense of the essential elements 
of a reformed financial system. 

In that respect, the basic thrust of the G-30 Report is to distinguish among the 
basic functions of any financial system. First, there is a need for strong and stable 
institutions serving the needs of individuals, businesses, governments, and others 
for a safe and sound repository of funds, as a reliable source of credit, and for a 
robust financial infrastructure able to withstand and diffuse shocks and volatility. 
I think of this as the service-oriented part of the financial system dealing with cus- 
tomer relationships. It is characterized mainly by commercial banks that have long 
been supported and protected by deposit insurance, access to Federal Reserve credit, 
and other elements of the Federal safety net. 

What has become apparent during this period of crisis is increasing concentration 
in banking and the importance of official support for systemically important institu- 
tions at risk of failure. What is apparent is that a sudden breakdown or disconti- 
nuity in the functioning of such institutions risks widespread repercussions on mar- 
kets, on closely interconnected financial institutions, and on the broader economy. 

The design of any financial system raises large questions about the appropriate 
criteria for, and the ways and means of, providing official support for these system- 
ically important institutions. 

In common ground with virtually all official and private analysts, the Report calls 
for “particularly close regulation and supervision, meeting high and common inter- 
national standards” for institutions deemed systemically critical. It also explicitly 
calls for restrictions on “proprietary activities that present particularly high risks 
and serious conflicts of interest” deemed inconsistent with the primary responsibil- 
ities of those institutions. Of relevance in the light of recent efforts of some commer- 
cial enterprises to recast financial affiliates as hank holding companies, the Report 
strongly urges continuing past U.S. practice of prohibiting ownership or control of 
Government-insured, deposit-taking institutions by non-financial firms. 

Secondly, the Report implicitly assumes that, while regulated banking institutions 
will be dominant providers of financial services, a variety of capital market institu- 
tions will remain active. Organized markets and private pools of capital will be en- 
gaging in trading, transformation of credit instruments, and developing derivatives 
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and hedging strategies, and other innovative activities, potentially adding to market 
efficiency and flexibility. 

These institutions do not directly serve the general public and individually are 
less likely to be of systemic significance. Nonetheless, experience strongly points to 
the need for greater transparency. Specifically beyond some minimum size, registra- 
tion of hedge and equity funds, should be required, and if substantial use of bor- 
rowed funds takes place, an appropriate regulator should be able to require periodic 
reporting and appropriate disclosure. Furthermore, in those exceptional cases when 
size, leverage, or other characteristics pose potential systemic concerns, the regu- 
lator should be able to establish appropriate standards for capital, liquidity and risk 
management. 

The Report does not deal with important and sensitive questions of the appro- 
priate administrative arrangements for the regulatory and supervisory functions. 
These are in any case likely to be influenced by particular national traditions and 
concerns. What is emphasized is that the quality and effectiveness of prudential reg- 
ulation and supervision must be improved. Insulation from political and private spe- 
cial interests is a key, along with adequate and highly competent staffing. That im- 
plies adequate funding. 

The precise role and extent of the central bank with respect to regulation and su- 
pervision is not defined, and is likely to vary country by country. There is, however, 
a strong consensus that central banks should accept a continuing role in promoting 
and maintaining financial stability, not just in times of crisis, but in anticipating 
and dealing with points of vulnerability and risk. 

The Report deals with many more specific issues cutting across all institutions 
and financial markets. These include institutional and regulatory standards for gov- 
ernance and risk management, an appropriate accounting framework (including 
common international standards), reform of credit rating agencies, and appropriate 
disclosure and transparency standards for derivatives and securitized credits. Spe- 
cifically, the Report calls for ending the hybrid private/public nature of the two very 
large Government-sponsored mortgage enterprises in the United States. Under the 
pressure of financial crisis, they have not been able to serve either their public pur- 
poses or private stockholders successfully. To the extent the Government wishes to 
provide support for the residential mortgage market, it should do so by means of 
clearly designated Government agencies. 

Finally, I want to emphasize that success in the reform effort, in the context of 
global markets and global institutions, will require consistency in approach among 
countries participating significantly in international markets. There are established 
fora for working toward such coordination. I trust the forthcoming G-20 meeting, 
bringing together leaders of so many relevant nations, can provide impetus for 
thoughtful and lasting reform. 
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FOREWORD 


In July 2008, rhe Group of Thirty (030) launched a project on financial reform under the 
leadership of a Steering Committee chaired by Paul A. Volcker, with Tomraaso Padoa- 
Schioppa and Arminio Fraga Neto as its Vice Chairmen. They w'ere supported by other 
G30 members who participated in an informal working group. All members (apart from 
those with current and prospective national official responsibilities) have had the opportu- 
nity to review and di,scuss preliminary drafts. 

The Report is rhe responsiijility of the Steering Committee and reflects broad areas of 
agreement among the parricipating G30 members, who participated in their individual ca- 
pacities. The Report does not reflect rhe official views of those in policymaking positions or 
in leadership roles in the ).ij-ivatc sector. Where there are substantial differences in emphasis 
and substance, they arc siored in the text. 

The G30 undertook this project as the global financial crisis entered its .second year. 

The analysis has been informed by the extreme events later in 2008, which rocked the very 
fouiKlatioi'i of the established financial system and which led to unprecedented and massive 
government intervention both in the United States and in many other countries to contain a 
spreading financial panic, 

The Report does nor address the need for these or possible further emergency actions. 
Difficult questions of weaning markets and financial institutions from official life support 
are sure to arise. While the analyses and recommendations deal in some instances with the. 
need for legisiarion, regulation, and supervision, the Report is not directed toward ques- 
tions about the appropriate focus and naaue of national administrative arrangements. 
These arc, in any event, influenced by the particular constitutional, legal, and administra- 
tive traditions of individual nations and regional arrangements. 

The Report, rather, focuses on how rhe financial syj?tem might reasonably be organized 
once the present crisis has passed, to better assure a rca.sonablc degree of stability. Policy- 
makers, central bankers, and financial regulators will necessarily remain focused on dealing 
with, immediate threats to the effective functioning of markets. Howevei; in taking what 
are in effect emergency measures, a consensus on the desirable and lasting elements of a 
reformed system can be useful, and even necessary, ro speed restoration of confidence in 
sturdy, competitive, and efficient fimincial arrangements serving both national and inter- 
national markets. Tire Report, i:)ejn:fiiting from the experience and broad perspective of 
G30 members, is intended to help inform the needed debate among policymakers and the 
international financial community on these issues. The Report addresses: 

a. The policy issues related to redefining the scope and boundaries of prudential 
regulation; 
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b. Reformii^ the structure of prudential regulation, inchiciing the role of central bartks, 
the implications for the workings of “lencfer-of'lasc-resort'' facilities and other ele- 
ments of the official “safety net,” and the need for greater international coordination; 

c. Improving govetnance, risk management, regulatory policies, and accounting prac- 
tices and standards; and 

ti. Improvements in transparetKy and financial infrastructure arrangements. 

Two final notes are in order. ■ 

First, this Report is intended to be useful to poIic>'makers in a!i the countries whose 
financial systems have been disrupted in this crisis. For this reason, most recommendaiions 
are framed in terms that should permit consideration in different countries m a iashson that 
takes account of particular features of their national systems. However, since this crisis has 
been rooted in deveiopmenls within the United States, and given the particular importance 
of reforms to the U.S; financial system in terms of its size and global impact, .several of the 
issues and recommendations have a direct IJ.S. focus. 

Second, the focus of this Report is on the safety and soundness aspects of financial 
regulation. There are many other important aspects of financial regulation that are touched 
upon here only to the extent that they bear on financial vStability, mcluding competition 
policies, customer and investor protection, market practices oversight, and financial fraud 
and crime prevention. Also, to the extent distinctions are drawn between regulation and 
supervision, the former encompasses the setting of policies, principles, rules, and standards, 
while the latter encompasses the judgmental application of those policies and standards to 
particular institutions. 

The key issue posed by the prc.sent crisis is crystal clear: How can we restore .strong, 
competitive, innovative financial markets to support global economic growth without once 
again risking a breakdown in market functioning so severe as to put the world economies 
at risk? 

ITie search for viable answers to that question needs to begin. 

Paul i\. Volcker Jacob A. Frenkel 

Chainnan of the Trustees : Chairman 

The Group ofThuty The Group of Thirty 
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INTRODUCTION 


Marker economies require robust and competitive financial systems, national and interna- 
tioual, ro inrertuediarc between those with financial resources and those with productive 
and innovative uses tor those resources. That intermediation necessarily poses risks — risk 
with respect to bridging maturity preferences of savers and borrowers and risk with, respect 
to creditworihiness. The process, to be effective, depends on mutual trust — trust based on 
confidence in the integrity of institutions and the coutiaaitt'- of markets. Tliat confidence, 
taken for granted in weil-fimcrioning financial systems, has been lost in the present crisis, in 
substantial part due ro its recent complexity and opacity. 

The costs and economic impiications of the present crisis cannot be fully known at this 
point, bur we know they are severe, whether measured in trillions of dollars, in the length 
and depth of the woddwdde recession, or in the simple human terms of unemployment and 
shattered ]:>ersonal finances. We also know that there is a need for comprehensive reform 
that addresses the major institutional, market, regulatory, policy, and infrastructure weak- 
nesses that have been exposed. 

These include we.ak credit appraisal and underwriting standards; extreme and sometimes 
unrealized credit concentrations; mi.sjudged maturity mismatches; wildly excessive use of 
leverage on and off balance sheets, often imbedded in little-understood financial products; 
and unwarranted and unstistainable confidence in uninterrupted market liquidity. Gaps in 
regulatory oversight, accounting, and risk management practices that exaggerated cycles, a 
flawed system of credit ratings, and weakness in governance also need atrenrioti. 

To some degree, these factors have been evident in other, less damaging periods of finan- 
. cial crises, Two unique features have worked together ro help account for the extent of the 
current m.ai:ket breakdown. Highly aggressive and unbalanced compensation practices have 
strongly encouraged risk taking over prudence. At the same time, highly engineered finan- 
cial instruments, in their complexity, obscured the risk and uncertainties inherent in those 
instruments, giving rise to false confidence and heavy use of leverage to enhance profits, as 
asset pticCvS rose. As those a.sset prices began declining, the risks became apparent, trig- 
gering sales of as.sers. A dow.nw'atd spiral of deleveraging has undermined the stability of 
even the largest financial institutions at the core of the system, contributing to an economic 
contraction of global proportions. Authorities in most countries have been stretched to and 
even beyond the limits of their capacity to restore liquidity' and.contam the instability. 

This Report is organized as follows. Part 1 lays out an overview of a program of reform, 
the Group of Thirty guiding principles, and core recommendations. Part 2 through Parc ,5 
lay out the reasoning behind and content of 18 specific policy recommendations. Specifical- 
ly, Pan 2 reviews the policy is.sue,s related to redefining the boundaries of prudential regula- 
tion; Parc 3 reviews issues related to the strengthening of prudential regulation, including 
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the role of central banks, and intemationai coordinadon; Part 4 addresses matters related 
to improving governance,. risk management, f^uIator>' policies, and accounting policies; 
Part 5 concerns needed improvements in transparency and financial inlrastriicture, includ- 
ing arrangements for clearing and settling over-the-counter rransacrions; Part 6 provides 
a concluding comment; and a full list of the recommendafions provided throughout the 
Report can be found in the Appendix. 



PARTI 

An Overview of a Program for Reform 
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16 FINANCIAL REFORM A Framework fo* i 


Recent market-driven forces, combined with the, offtcisl responses, have set in motion 
strong pressures for consolidation within financial sysrcms and wholesale changes in the 
structure of such systems, The:potenriai for undiie concentration, unfair competition, and 
increasing conflicts of interest will require attention. Massive extensions of the scale and 
reach of government safet)' nets protecting the financial system raise practical questions of 
fair and predictable official intervention, including issues arising from resulting government 
ownership interest, and, more fundamentall)', questious as to the appropriate boundaries 
and expectations of such interventions by both financiai institutions and their customers. 
The clear implication is that at least the very large and complex' banking organizations that 
now account for so much of die extensions of credit and cany the major responsibility for 
maintaining the financial infrastructure will need to be held to more rigorous standards of 
prudendal regulation and superv'iaon, with new constraints on the type and scope of their 
risk-taking activiti^. Confidence in capital markets will also have to be restored, with more 
transparent and understandable markets and products. 

At the same time, while there can. be little doubt about the need for more effective of- 
ficial oversight, care must be taken not to extend the reach of regulations too far or too 
deeply. The new financial systern must nor become .so emangied in restrictions that it can- 
not flc.xibly and efficiently support the proces.s of financial intermediation .so essential to 
economic progress, 

A reform progra.m that reflects a sensible balance between these considerations should 
help bring about: 

► A system with clearer boundarie.s between those institutions and financial activities 
that require .substantial formal prudential reguladon for reasons of financial stability 
arid tho.se that do nor. 

► A system with stronger regulatory incentives for holditig large (systemically signifi- 
cant) institutions to the highest standards of governance and risk management. 

► A system in w'hich there is more scope for using regulatoty policies to mitigate inher- 
ent tendencies toward destabilizing excesses in risk taking and risk aversion. 

► A system with a more .robust failure resolution regime, having the practical capacity to 
permit orderly closings of krge financiai institutions and the administration of safety 
net resources in a manhcc that reinforces discipline on managers, shareholders, and 
sophisticated creditors., , 

► A system in which those responsible for prucienrial regulation and supervision have, 
a high degree of political and market independence, and the resources necessary to 
supervise giant institutions. and to keep abreast of market innovarious. 

► A system in which central bank responsibilities for promtiring financial stability are 
•siipporied by adequate authority and capacity. 
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FINANCiAl REFORM A Frameu/ork for Financial Stability 


¥ A sysrem. in which there are stronger incentives to achieve higher levels of risk trans- 
parency as regards fhiancia) products, markets, and institutions. 

> A system in which there is a higher d^ree of international consistency and coordina- 
tion as regards regulatory, supervisory, and accounting policies and crisis resolution 

practices. 

GUroiNS PWiCIPLES FOR FINANCIAL REFORM 

The overall objective of the needed reform of the financial system must be to encourage 
diverse, competitive, predominanrly privately owned and managed institutions and mar- 
kets, able CO efftcienriy and flexibly meet the needs of global, national, and local businesses, 
governments, and individuals. Thar broad objective, whether achieved through the spon- 
taneous forces released by the current crisis or by considered public policy— most likely by 
a combination of the two — must also encompass assurance that inscabiUty in free financial 
markets nor again reach the point of undermining the functioning of national or interna- 
tional economies. 

In rebuilding what is now a broken system to meet those needs, certain guiding prin- 
ciples are particularly relevant. 'Ilae recommendations set out in this report are responsive 
to these principles. 

1 . The Public Sector Role in Safeguarding Financial Stability 

The inherent voiarility of free and open financial markets, and the danger that volatility 
may occasionally reach crisis proportions threatening economic stability, needs to be recog- 
nized in the design of the financial sy.stcm. The primary aim of prudential regulation should 
be to maintain the health of the .system and contain .systemic risk by: 

a. Subjecting the largest and most complex banking organizations judged to be sy.stemi- 
cally important to the highest international standards for ongoing close regulation 
and supervision. 

b. Requiring non-bank financial institutions that are also judged potentially to be of 
systemic importance to be subject to some form of formal prudential regulation and 
supervision to assure appropriate standards for capital, liquidity, and risk manage- 
ment. 

c. Assuring critical elements of the infrastructure supporting the firuanciai system, includ- 
ing clearing and settlement systems and related legal frameworks, arc made sufficient- 
ly robust to permit the orderly closing of large^: complex financial institutions. 

d. Avoiding accounting, regulatoiy, or other practices that may inadvertently reinforce 
recurreuv tendencies toward excessive exuberance or risk av-ersion. 
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2 . Fair and Effective Corapetition 

To enhance fail- and effective competition, regulaWry policies and approaches should, 
insofar as feasible, treat financial Servian common to different institutions imiformly by 
seeking: 

a. A balance between the benefits of open and free competition and the potential for 
unfair competition arising fi:oni explicit and implicit goverttraent protection, excessive 
concentration of financial resources, or extensive conflicts of interest. 

b. A balance between the protection implicit in access to central bank liquidity support 
for systemicaily important institutions and restrictions on risk-prone activities or 
those tltat present unmanageable conflicts of interest. 

3. Official Qversigiit and Crisis Response 

While the precise arrangement may differ among countries, official oversight and crisis re- . 
spouse require building a strong, .professionally managed structure of public agencies, with 
substantia! insulation from particular political or private niterests by assuring: 

a. Central banks, given their traditional role and concerns for financial stability, their 
financial resources, their responsibilities as “lender-of-last-reson,” and their typically 
professional management and high degree of independence within governments, have 
an important role in regulatory aiies and ovetssightj 

b. In tho.se rare and exceptional instances of crisis when budgetary resources are re- 
quired or governmental funds are placed at risk, the responsibility lies with the ap- 
propriate governmental authorities to authorize such expenditures and to affirm a.nd 
support central bank decisions. 

c. Basic crisis resolution procedures and resources should be available to official agencies 
to deal warh instances of institutional failure so severe as to potentially impair system 
functioning. 

4. International Consistency and Coordination 

Effective application of these principles requires a substantial degree o.f international consis- 
tency in approach and coordination by means of: 

a. .Reviewing and reinforcing existing efforts to achieve common capital, accounting, 
and reporting standards. 

b. Achieving a clear understanditig of an appropriate response to failures or near failures 
of internarionaliy active arkl systemicaily important financial insrirurions. 
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5. Governance and Risk Management 

The need for high standards of institutiona! governance and risk inanagemcnt must be 
recogni'/ed, with emphasis on: 

a. Engaged ai id knowledgeable indefwndent boards of directors focused on long-run 
pcrforntance; 

b. A corporate ciikmre of governance that demands well-balanced compensation policies 
and practices and fosters incentives for disciplioetl risk roanageinent, tiickiding strong 
and independent risk management staffe; 

c. Regulatory and supervisory policies that reinforce chose praetkres and incentives. 
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Throi^hout these principles, a consistent theme is the iniporrance of containing systemic 
risk and raaintaining cfee oversight of “systemically iraporrant” financial insritutions. 

]f the financial industry and markets are to operate, as tar as possible, according to the 
principles of comperitive markets, then exits of firms that are nnprofitabic and ineffective 
mnsr be accepted. Reguladon and supervision cannot and should not pursue an objective 
of zero failures even among the largest'players. The primary aim of prudential regulation is 
to maintain the health of the system as a whole and contain systemic risk. The appropriate 
standard.? for judging regulatory effecriveness are limiting the potential for wildly disrup- 
tive instiuitional failures, managing the prtKess. of failures w-hen they occur in a way that 
reinforces discipline on senior management and .shareholders, and containing the market 
fallout from such failures. 

ITere are general characteristics that together define a financial institution as 
tially systcmically.significant.” These are size, let^erage, scale of interconnectedness, and the 
degree to which the company provides infrastructure services critical to rite markets. These 
characteristics are described more hilly in Box 1. 

In practice, it is some combination of these characteristic.s that make for a potential, “.sys- 
temically important'" financial institution. While these criteria can be defined in advance in 
general terms, it would not be sensible or prudent for regulators to define them with statisti- 
cai precision or inflexibly. Rather, a country’s prudential regulator — in cooperation with its 
centra! bank in those countries where these roles are separate — should have sufficient au- 
thority to set and mtxlify criteria used to make the.se determinations. The end result should 
be a basis for identifying firms that are likely to require potential regulatory intervention to 
manage the process of failure and hence also require more preventative oversight. 

The common expression ’‘too big to fail” is both misleading and too facile to reflect the 
reality of official support for “failing” institutions. In perhaps the most typical scenario, 
the institution is. in fact permitted to, fail, in the sense that, practically ai! equity investments 
are lost, Depositors and often other unsophisticated creditors a, re protected, bur the institu- 
tion loses its identity by liquidation, merger, or effective public ownership. In ,some recent 
instjinccs, stipport has been providetl in a way chat not only has protected ail types of credi- 
tors, but has also let stockholders retain some equity interest with a hope of recovery, thus 
more accurately fitting the description of “too big to fail.” 
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FOUR CORC MCOMiEMDATIOiS , 

Tiu' icf< i tn psopvHdls acscribed in the body of this report consist ofan extensive set of 
Hueneijr^-d i.hange'' m policies, practices, and market standards. These are best viewed in 
the cotsrext of the followiiig four broadly stated core recommendations, which provide a 
rramework for the, overall program of reform: 

L Gaps and weaknesses in the coverage of prudential regulation and supervision must 
be eliminated. All syscemicaily significant hnanctal institutions, regardless of type, 
mrust be subject to an appropriate degree of prudential oversight. {Recommendations 
1. through 5.) 

11. The quality and effectiveness of prudential regulation and supervision must be 

improved. This will require better-resourced prudential regulators and central h.anks 
operating within structures that afford much higher levels of national and interna- 
tional policy coordination. (Recommendations 6 through 8.) 

in. Institutional policies and standards must be strengthened, with particular emphasis 
on -Standards for governance, risk managemeitt, capital, and liquidit)’. Regulatory 
policies and accounting standards must also guard against procyclical effects and be 
consistent with maintaining prudent business practices (Recommendations 9 through 
; 12 .} 

IV. Financial markets and products must be made more transparent, with better-aligned 
risk and prudential incentives. The infrastructure supporting such markets must be 
made much mote robust and resistant to potential failures of even large financial 
institutions. (Recommendations 13 through 18.) 



PART 2 

Redefining the Boundaries 
of Prudential Regulation 
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COiE RECOf^MENDATIDN I' 

Baps and weaknesses in the edverags of prudential regulation and supervision 

must be eliminated. All systemicaHy significant financial inscirurions, regardless of type, 
must be subject to an appropriate degree of prudential oversight. 

Financial iOvStitufions and the system in which they operate develop in response to an ongo- 
ing dynamic tension among competitive market forces, innovations that alter those forces, 
and laws and regulations that constrain.cfaoices, infiueacc innovations, and then respond to 
subsequent market development. While the bicreased degree of international integration of 
financial markets has worked to bring about a degree of convergence in key characteristics 
of national financial systems, there remain a number of significant differences in the iinars- 
cial insiicurions structures across the econc)mica!ly most-developed and emerging countries 
and in the nature of official response to failures and market disruptions. 

In times of financial crisis, such as w'e are now experiencing, thcvse differences can have 
an important hearing on how a crisis unfolds and what type of policy responses are re- 
quired. Significantly, actions taken by one or more Fiiropean countries to protect deposi- 
tors rapidly infiucnced flows of funds in other national jurivsdictions with different banking 
systems and regulatory authorities. Because of a mmiber of disi;i.ngui.shing ittstitutional 
characteristics, the current crisis has raised an unusually large number of questions within 
the United Stares as to how best to define the boundaries for prudenriai regulation and 
supervision. 

The U.S. financial sysient is large, complex, and multifaceted, with characteristics distin- 
guishing it from systenrs in other major countries, Tlic.se characteristics, which have led to 
particular challenges in responding to the current crisis, are: (a) the relative size and impor- 
tance of capital markers; (b) the relative size and importance (until recently) of stand-alone 
investments banks; (c) the regional and local nature of much of the deposit banking system; 
(d) the nature of the regulation of the insurance sector; (e) the size of federal government di- 
rect and sponsored involvement in market-based credit intermediation; and (f) the complex- 
ity of the structure of U.S, regulation and supervision. (These characteristics are described 
in more detail in Box 2). 

In several important respects, it was problems at firms that were underreguiared or 
unregulated that becartie a flash point for the spread of the .suhprime mortgage crisis. At 
the start of 2008, there were eight very large non-bank U.S. financial firms that should have 
been regarded as systcmicaUy significant; five investment banks, the world’s largest insur- 
ance company, and two Government- Sponsored Enterprises (GSHs). All of these firms have 
been radically transformed. 

There was also a run on U.S. money market mutual funds, leading to a rushed program 
of temporary federal insurance, backed by an unprecedented use of the resources of the 
Treasury’s Exchange Srabifization Fund. A series of central bank programs have provided 
sizeable direct support to the commercial paper funding markets. Finally, with the ere- 
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atior. of a lars^e fund authorized by Congress, the Troubled Asset Relief Program (TARP), 
expanded pj'ograms of Federal Deposit Insurance Corporation (FDICj debt guarantees, and 
extensive central bank asset marker support program^ public sector financial support is 
being provided to the capital structure of institutions and across a broad range of markets. 
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In response to these cristSTdriven events and tegtilatdry inreirvenrions, c’to I niteJ Stc'CCs 
is moving rapidly to a financial system in which.a stnail number of exccpitona’lv iai 
bank holding companies are at the core of the system. These firms are, and pic nmaoh 
will continue to be, characterized by a scale atid complexity that markf i paj^i>.ipmts ind 
Administrations will regard as both too big and too interconnected to be alk>\ved fo tktanit 
on creditor obligations or disappear. Indeed, potential failure would bt h!‘e:> to lequ le 
extensive government intervention and government assistance, with few \t mv domestic 
insdriitions capable of acquiring them in their entirety. 

These core institutions are gaining even larger dominant positions .n rctm^ oi ert Jif and 
capital market activities, iarge-seale corporate banking, nationwide dcoosit raking, and 
many ocher segments of the corporate and retail financial business. If pn muted lu law and 
regulation, these firms will likely become integrated across business lines and geoeraphies. 
will maintain a presence, as operators of private pools of capital, wilt dominate the core of 
the OTC derivative markets, and will step into any void created by the truncation of the 
GSEs in term,s of various forms 6f housing finance. 

These developments are widely viewed as portending a further round of extensive con- 
solidation in the U.S. banking syMem. How fast and far that proceeds will depend not only 
on economic and market deyefppmenrs, but also on how government programs deliberately 
or otherwise etKOurage mergers and on how statutory limits on deposit: concentration and 
certain functions are administered or modified. 

Plainly, these developments pose public policy issues, including questions of excessive 
concemrarion, competirivc fairness, moral hazard, and conflicts of interest, which arc nor 
new. In the past, they have been dealt with in a piecemeal and poorly coordinated fashion. 
The rush of recent events and the scale of .structural changes that have been set: in motion 
add to both the complexity and urgency of developing more appropriate policies. 

In sum, marker forces and crisis-driven actions have moved the United vSrat.es perhaps be- 
yond a point of no return, toward a financial system with a much greater concentration of 
financial rei?ources and influence in a small number of extremely large and complex banking 
organizations. In other major countries, concentration in a relatively few institutions has 
been more common. Flowevei; the changes forced by this financial crisis, toward further 
consolidation in national banking sysrenis and renewed importance of the banking sector 
relative to non-bank financial and capita! market sectors, arc of a different inagriitucie. 

The events of 2008 imder.scQre the importance of redefining the boundaries of the official 
“safety net” and of prudential Regulation, strengthening the effectiveness and streamlining 
the structure of financial regulationyand reassessing rhe role of centra! banks and the effec- 
tiveness of the tools available to them. 
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1 . Priidentlal Regulation and Supervision of Banking Orpnizatlons 

No matter how robust failure maiiagement mechanisms are, markets are likely to pi:esume 
that the largest regulated financial institutions will, to sdim extent, be protected against the 
full force of market discipline with the potential consequence of encouraging excessive risk 
taking— the essence of moral haxard. To compensate for this, and to keep the probability of 
potential failure of such ijistitutions tt) acceptably low levels, existing regulatory standards 
and sispej'visory approaches will need to he upgraded. The necessar>' corollaiy is increased 
emphasis on the qualin.' and level of regulator)' and supervisory resources. 

Recent experience in the United States and elsewhere has demonstrated instances in 
which unanticipated and unsuscainably large losses in proprietary trading, heavy exposure 
to structured credit products and credit default swaps, and sponsorship of hedge funds have 
placed at risk the viability of the entire enterprise and its ability to meets its responsibilities 
to its clients, counterparties, and investors. 

These acriviries, and the “originare-to-discribure” model, which facilitated selling and re- 
selling highly engineered packages of consolidated loans, are for the most part of relatively 
recent origin. In essence, these activities all step away from the general concept of relation- 
ship ba.nk.ittg, resting on individual customer service, toward a more impersonal capital 
markets rransacti.on-orient:ed financial system. "What is at issue is rhe extent to which these 
approaches can sensibly be combined in a single institution, and particularly in those highly 
protected banking institutions at the core of the financial system. 

Almost inevitably, the complexity of much proprietaiy capital market acriviry, and the 
perceived need for confidentiality of such, activities, limits Transparency for investor and 
creditors alike. ,In. concept, the risks involved might be reduced by limiting leverage and at- 
tach.ing high capital standards and exceptionally close supervision. 

Some members of the G30 feel such an approach could be sufficlenr to deal with these 
risks. ,ln pvactice, any approach must recognize that the extent of such risks, potential 
volatility, and the con.flicts of interests will be difficult to measure and control. Experience 
demonstrates that under stress, capital and credit resources will be diverted to cover losses, 
weakening .protection, of client interests. Complex and unavoidable conflicts of interest 
among cIIcdcs and investors can be acute. Moreover, to the extent that these proprietary 
activirievS are carried out by firms supervised by government and protected from rhe full 
force of potential failure, there is a strong element of unfair competition with “free-stand- 
ing” institutions. In the la.sv analysis, there is a more inrangible aspect highlighted by recenr 
experience. Is it really possible, with all the complexities, risks, and potential conflicts, that 
even tire most dedicated board of directors and top management can understand and main- 
tain control over such a diverse anti complex mix of activities? 
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lliese questions are related to the issue of whether prudential j-egulation and supervision 
should follow functional or consolidated lines: should primary supervision of trading and 
securities activities, hedge funds, investment management, and csrher elements of a large 
banking organization be the responsibility of security or market andto.riries to facilitate 
competitive equality, or should a single regulator take responsibility for prudential supervi- 
sion of an entire diversified banking organization or other insriturions of systemic impor- 
tance? If the consolidation of overeight takes place in an institution apart from the central 
bank, the '‘last resort” funder for troubled institutions, what principles can be established 
to encourage appropriate relationships among the various agencies and with the treasury or 
finance ministry that carry broad governmental responsibilities? 

Setting out a reasonable and desirable approach toward these organizationa! and regu- 
latory challenges lies at the heart of fashioning the new financial system. Tire following 
recommendations suggest such an approach. 

Recommendation 1: 

a. In all countries, the activities of government-insured, deposit-faking institutions 
should be subjecc to prudential regulation and supervision by a single regulator (that 
is, consolidated supervision). The largest and most complex banking organizations 
should be subject to particularly close regulation and supervision, meeting high and 
common international .standards. 

b. Large, systemicaily important banking institutions should be restricted in undertak- 
ing proprietary activities that present particularly high risks and se.ri.ou,s conflicts of 
interest. Sponsorship and management of commingled private pools of capital (that 
is, hedge and private equity funds in which the banking institutions own capital is 
commingled with client funds) should ordinarily be prohibited and large proprietary 
trading should be limited by strict capital and liquidity requirements. Participation 
in packaging and sale of collective debt instruments should require the retention of a 
meaningful part of the credit risk. 

c. In general, governmenrdnsured deposit-taking Insriturions should not be owned and 
controlled by unregiilated non-financial organizations, and strict .limits should be 
imposed on dealings among such banking institutions and partial non-bank owners. 

d. To guard against excessive concentration in national banking sysre.ms, with implica- 
tions for effective official oversight, management control, and effective corripefition, 
nationwide limits on. deposit concentration should be considered at a level appropriate 
to individual countries. 
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2. Cofisolidaled Supervision of Hon-Bank Financial Institutions 

Recent experience in dealing with troubled but systemically significant non-bank financial 
institutions in some countries points to the need for consolidated regulation and supervi- 
sion ol' such institutions. 

Recommendation 2 : 

a. For those countries lacking such arrangements, a framework for national-level con- 
solidated prudential regulation and supervision over lar^ internationally active insur- 
ance companies should be established. 

b. An appropriate prudential regulator should be designated for those large investment 
banks and broker-dealers that are not organized as bank holding companies. 

3. Money Market Mutual Funds and Supervision 

The widespread run on money market mutual funds has underscored the dangers of insrim- 
cions with-no capital, no supervision, and no safety net operating as large pools of maturity 
transformation and liquidity ri.sk. These have been compounded by provision of transaction 
account services, with withdrawals on demand at par, mimicking the services of regulated 
cx)mi'nercia! banks, A regulatory distinction should he drawm between those services that 
are most appropriately hou.secl in regulated and supervised banks, particularly the right to 
withdraw funds on demand at par, and those that can reasonably be provided by mutual 
funds focused on. short-term fixed-rate credit instruments. 

Recommsndation 3: 

a. Money market mutual funds wishing to continue to offer bank-like services, such 
as tramacrion account service, s, withdrawals on demand at par, and assurances of 
maintaining a stable net asset value (NAV) at par, .should be required to reorganize 
as special-purpose banks, with appropriate prudential regulation and supervision, 
government insurance, and acces.s to central bank lc.nder-of4asc-resort facilities. 

b. Those institutions remaining as money market mutual funds should only offer a con- 
servative investment option with modest upside potential at relatively low risk. The 
vehicles shovild be clearly differentiated from fcdenilly insured insti'uments offered by 
banks, such as money market deposit funds, with no explicit or implicit assurance.^ to 
investors rhat funds can be withdrawn on demand at a stable NAV. Money market rau- 
tiial. funds should not he permitted to use amortized cost pricing, with the implicarion 
that they t:ari7 a fluctuating NAV rather than oiie that is pegged at US$1.00 per share. 
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4. Oversigilt of Private Pools of Capital 

The issue of the appropriate prudential regulatory treatment of private pools of capi- 
tal — ^more specifically, hedge funds — has been considered by policymakers riumerovis rimes 
since the collapse of Long Term Capital Management in 1998. The generally prevailing 
view has been to continue to rely on a combination of: (a) enhanced market discipline, (b) 
indirect oversight via close scrutiny of the regulated intermediaries they use for financing 
and operating services, and (c) nibral suasion to encourage rlie spread of improved risk 
management and compliance practices. In some jurisdictions, such as the U.K., this has 
been supplemented by formal regulatory ov'ersight of the local managers— -but not the funds 
them.seives — and more formal arrangements to develop best practices standards, which 
have been encouraged by its recently created Medge Funds Standards Board. 

Taken together, these measures have had some degree of succes.s, in terms of bringing 
about improvements in hedge fund risk management and funding practices, and improved 
counterparty risk mana^ment practices. Nonetheless, volatility has been greater than 
anticipated, with instances of strongly adverse consequences for sponsoring in.stitutions, 
including .some of systemic importance. 

The question, going forw^ard, is whether experience w-irrants a continuation of the 
largely unregulated status of hedge funds, and if not, the extent of such regulation. .Several 
indications point toward limited and flexible official regulation. The need for greater trans- 
parency supports the introduction of formal authority to register and track those funds, 
in terms of size, use of leverage, risk .styles, and other important: variable.s. This authority 
should be associated with the juri.sdictions in which the fund managers conduct a major- 
ity of their business. Second, efforts to achieve conunuou.s improvement in market and 
counterparty discipline would be enhanced by formal regulatory authority relative to the. 
funds and managers. Tltird, the increased emphasis on financial stability in the mandates 
of prudential regularors and central banks points to the need for greater, more systemic 
access' to information crucial to understanding the potential for growing risk imbalances in 
the system. Finally, there can be no assurances — especially if this sector continues to grow 
in relative importance — that the Largest, most complex funds might nor beco.me a future 
source of significant systemic risk. 

"While less pressing, similar considerations may be relevant for large private equity funds 
operating on the basis of substantial borrowing. In contrast, venture capital funds, dealing 
by their nature with small companies and providing essential capital and managerial sup- 
port for entrepreneurial innovation, need to be free of inhibiting oversight. 

Recommendation 4; 

a. Managers of private pools of capital that employ subvscantial borrowed funds should 
be required to register with an appropriate national prudential regulator. There should 
be some minimum size and venture capita! exemption.s from such registration require- 


ment. 
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b. The prudential regulator of such managers should have authority to require periodic 
regulatory reports and public disclosures of appropriate information regarding the 
size, investment style, borrowing, and performance of the funds under management. 
Since introduction of even a modest system of regi,stration and r^ularion can create 
a false impression of lower investment risk, disclosure, and suitability standards will 
have to be reevaluated. 

c. For funds above a size judged to be potentially systemically significant, die pnidenfia) 
regulator should have authority to establish appropriate standards for capital, liquid- 
ity, and risk management. 

d. For these purposes, the jurisdiction of the appropriate prudential regulator should be 
based on the primaty business location of the manager of such funds, regardless of 
the legal domicile of the funds themselves. Given the global nature of the markets in 
which such managers and funds operate, it is imperative that a regulatory framework 
be applied on an internationally consistent basis. 

5. Govsrnmenl-Sponsored Enterprises 

The hybrid business model of the housing finance Government-Sponsored Enterprises 
(GSEs), in which they are botli profit-seeking private companies and agents of government 
policy, ha.s- been shown to be unworkable over time and particularly in the midst of crise.s. 
The sen.se of an implicit government backing facilitated a degree of leverage and risk taking 
that proved unsustainable. The specialized reguiator)' oversight was both inadequate and 
too susceptible to political pressure. This was compounded by misaligned incentives in 
bank capital rules for bank.? to take on oversized exposures to the.se GSEs. The competition 
from private market firms further induced the GSEs to expand into higher risk-taking ac- 
tivities and lower underwriting standards in the intere.sts of maintaining a dominant market 
position. Then, in the face of the fall of housing marker prices, the GSEs bad lost the capac- 
ity to provide strong support for the mortgage market, which was their public mandate, ,hi 
the end, the government had no choice but to irnervene directly. 

Two important financial policy lessons are:. (a) the crucial importance of clearly sepa- 
rating government .financial support: from private profit seeking; and fb) the need for any 
chosen level of goverhment support to be explicit and properly accounted for. These lessons 
are relevant for other industries and other countries. 

Recommsfidatioii 5; 

a. For the United Stares, the policy resolution of the appropriate role of GSF,s in mort- 
gage finance should be ba.sed on a clear separation of the functions of private sector 
mortgage finance risk intermediation from government sector guaraiitces or insurance 
of mortgage credit risk. 

b. Governmental entities providing support for the raorqjage market by, means of market 
purchases should have explicit staturoiy backing and financial support. Hybrids of 
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private ownership with govemment sponsorship should be avoideti. In rime, existing 
GSE mortgage purchasing and portfolio activities -should be spun off to private sector 
entities, with the government, if it desires, mamraining a capacity to intervene in the 
market through a w'holiy owned public institution. 



PARTS 

The Structure of Prudential Regulation 
and International Coordination 
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Tfie quality and effectiveness of prudential regulatlofi and supervision must 

be improved. This will require better-resourced prudsnriai regulators and ceiirral hanks 
operating within sKuctutes that afford much higher levels of national and inremarioiia! 
policy cotirdination, 

6, Regulatory Structure 

The recent G30 report. The Structure of Financial Supervision., presents in some detail the 
characteristics of four different approaches to the organization of financial regulation and 
supervision. The four approaches ace: institutional, ftmctional, integrated, and rwitt peaks, 
rhc-se different approaches are described in detail in Box 3. 

The conceptual pros and cons of each approach are set out in the earlier report and will 
not be repeated here. The direction of change is clear — that is, to some variant of either 
the twin-peaks {regulation by objective) or integrated approach. Either approach, and a 


number oi variants on them, is compatible with rite large, bank-centered structures that are 
emerging withi?) most countries. 
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To a signilicant extent, the choice of which regulatory structural model to employ has to 
reflect a balancing of country-specific preferences, wirfi appropriate weight to its founding 
poiicicai principles such as, in the United States, the principles of checks and balances, and 
a mix of Federal and State authority. There is, therefore, no single correct answer to the 
question of what is the optimal structure for organizing financial regulation and supervi- 
sion. There is, however, an emerging consensus around a number of key points. Including: 
(a) the need to substantially simplify and consolidate overly complex structures; (b) the em- 
phasis on clarifying and stressing guiding principles of regulation rather than a rules-ba.sed 
approach to regulation; (c) the importance for much greater levels of international coopera- 
tion and coordination on such matters as accounting standards, listing standards, licenses 
to operate as regulated firms, supervisory' oversujht mechanisms, and, most important, 
prudenda! capital and liquidity standards; (d) the importance of regulatory' arrangements 
having the ilcxibility to adapt to new types of institutions, instruments, and markets; and 
(e) the need ro ensure the political and market independence of national regulatory authori- 
ties. Finally, there is a growing appreciation of the importance of ensuring that central 
bank responsibility for promoting financial stability is supported by adequate authority and 
capacity. 

Regardless of how regulatory agencies are reorganized, prudential supervi.sors have a 
common need to better ensure that financial insiittuions adequately prepare for and re- 
spond to periods of financial stress. Thai role requires a renewed emphasis on the complex 
nature of judgments about the stability of large banking organizations. The caliber, qualify, 
and integrity of people required ro meet these challenges points to the need for more sub- 
stantial efforts to attract, develop, and retain individuals fully capable of engaging senior 
private sector counterparts. 

Recommendation 6: 

a. Countries should reevaluate their regulatory structures with a view ro eliminating 
unnecessary overlaps and gaps in coverage and complexity, removing the potential for 
regulatory arbitrage, and improving regulatory coordination. 

b. In all cases, countries should explicitly reaffirm the insulation of national regularory 
aiirhorides from political and market pressures and reassess the needs for improving 
the quality and adequacy of resources available to such authorities. 

7. Role of toe Centra! Bank 

A central policy issue in rcgularosy reorganization is how ro strike the right balance be- 
tween the role of the central bank and that of other national regulators. National govern- 
ments must decide precisely where to strike that balance. What is important js to do so in 
a fashion that properly enables the central bank to fulfill its main policy missions. Beyond 
the central mission of monetary policy, centra! banks normally have a role in managing and 
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supporting payments systems, iniproviding liquidity, to banks in times of stress, and more 
broadly in maintaining financial stability. 

Recent events provide impetus for recognizing a financial stability role for central banks. 
That carries with it a need for adequate authority and the tools to cany out this mission. 
Broader authority to collect information helpful to understanding potential threats to 
st;ability is but one element of this. Another is how best to combat the development of 
financial excesses before they build into full-fledged crises. More coimtercyclical regulatory 
and supervisory policies are one such tool. Consideration of asset market developments in 
setting monetary policies has been a controversial but imfiorcant debate. 

To the extent that excessive use of leverage is a recurring significaftt contribution to 
potential financial instability, central banks may consider ihe value of employing counter- 
cyclical tools that work directly to avoid excesses. Some form of broad-based collarerai 
requirements or margin-setting authorit)’; including authority to set minimum initial and 
maintenance margin requirements across a broad range of financial asset markets and in- 
struments in which leverage is typically employed, is a pos.sibiHty. As with any ibi-mai rule- 
making authority, over time, market practices and innovations will develop to ejepidit gaps 
and weaknesses. Any rule char forces market participants to hold more collateral than they 
would voluntarily creates some costs. These, however^ ate not reasons to abandoti consider- 
ation of expanding the tools available to temper extreme financial excesses that potentially 
create far greater costs. 

An important element of post-crisis reform is to consider which crisis management 
actions and innovations developed by central banks should usefully remain part of poli- 
cymakers’ toolkits and which should be strictly limited or eliminated entirely. The point . 
is that broadly extending the safety net may actually encourage risk taking to the point of 
facilitating future excessc.s and carry central banks into areas more appropriately reserved 
for political authorities. 

Recommendation 7; 

a. not already the case, central banks shoidcl accept a role in p.rom.oti.tjg and 
.maintaining financial stabihry. The expectation should be that concerns for financial 
stability are relevant not just in times of financial crisis, but also in times of rapid 
credit expansion and increased use of leverage that may lead to crises. 

b. In countries where the central bank is not the prudential regulator, thcf central bank 
should have: (i) a strong role on the governing body of the prudential and .markets 
regulator(s); (ii) a formal review role with respect to proposed change.s in key pruden- 
tial policies, especially capital, and liquidity policies and margin arrangements; and (ill) 
a supervisory role in regard to the largest sysremically significant firms, and critical 
payment and clearing systems. 
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c. A sharp distintition should be rnaiiitained between those regulated banking organixa- 
rioiis with normal access to central bank liquidity facilities and other types of financial 
institutions whose access, if my. should be limited to extreme emergenc)’ situations of 
critical systemic insportance. 

d. Central bank emergency lending authority for, highly unusual and exigent circum- 
stances should be preserved, but should include, by law or practice, support by ap- 
propriate political authorities for the use of such authority in extending such credit to 
.non-bank institutions. 

e. Central bank liquiditv- support operations should be limited to forms that do not 
entail lending against or the outright purchase of high-risk assets, or other forms of 
long-term direct or indirect capital support. In principle, those forms of support are 
more appropriately provided by directly accountable government entities. In practice, 
to rhe extent tlic central bank is the only entit)’ with the resource-s and authority to act 
quickly ro provide this form of systemic support, there should be subsequent approval 
of an appropriate governmental entity with the consequent risk transfer to that entity. 

8. Internationai Goordination 

There is much that c.an be done to improve international regularoty and supervisory coordi- 
nation. Certain specific and needed enhancements can and should move forward within the 
existing framework of international cooperation. The most pressing and complex of those 
enhancements relate to making crisis management coordination more effective and opera- 
tional by agreed protocols. Effective and timely information sharing, including information 
about large itidividuai institutions operating in a number of jurisdictions, is a start. Greater 
clarity is required as to which, jurisdiction or agency has the responsibility, in terms of man- 
aging the failure process, and how the costs of failure and the burdens of financial support, 
to rhe extent needed, will be shared. In the current market environment, some of rhe largest 
regulated financial insritutions have grown to a scale that raises questions as to the capac- 
ity of some home country regulators to manage and suppon the failure resolution process. 
These concerns warrant early high-level consideration within international poliq' forums. 

Recommendation 8: 

a. National regulatory authorities and finance ministers are strongly encouraged to 
adapt and enhance existing mechanisms for international regulatory and supervisory 
coordiriation. 'X'he focus of needed enhancements should be ro: (i) better coordinate 
oversight of the largest international banking organizations, with move timely and 
open information sharing, and greater clarity on home and host responsibilities, in- 
cluding in crisis managemeni:; (ii) move beyond coordinated rule making and standard 
setting fo the identification and modification of material national differences in the 
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application and enforcement of such standards; (iii) close regulatory gaps and raise, 
standards, where needed, with respect to offshore banking centers; and (iv) develop 
the means for joint consideration of systemic risk concerns and the cyclicality implica- 
tions of regulatory and; supervisory policies. The appropriate agencies should strength- 
en their actions in member countries to promote implementation and enforcement of 
ijicernational standards. 

b. Given the recurring importance ofe^rcessive leverage as a contributing factor to 
Bnancial disruptions, and the increasingly complex ways in which leverage can be 
employed on and off balance sheets, prudential regulators and central banks should 
collaborate with international agencies in an effort to define leverage and then collect 
and report data on the degree of leverage and marurirt- and liquidity mismatches in 
various national systems and markets. 

c. To the extent new internatiohai regulatory organizations are ultimately needed, the 
initial focus should be on developing more formal regional mechanisms, such as in the 
European Union, but with continued attentiveness to the global dimension of most 
significant financial markets. 



PART 4 

Improving Standards for 
Governance, Risk Management, 
Capital, and Liquidity 
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CORE RECOMMENDATION III 

liiststutional poiicies and-standards must be strengthened, with particular 
emphasis on standards/iorgsvefnaiice, risk management, capital, and liCfuiclily. 

Regulatory policies and accotMiting standards must also guard against procyclical eitects 
and be consistent with maintaining prudent business practices. 

In a market-based financial systemj many stakeholders are involved; shareholders, manag- 
ers and other employees, clients, regulators, and the public at large. For each stakeholder, 
coses and benefits and risks and rewards should — ^as Far as possible — be balanced. A pre- 
requisite for this is that incentives should be consistent with the principle that risks should 
be borne by those who take them. The more chLs condition is saiisFled — and one role of 
public policy is to help bring this about — the more the risk of systemic instability is re- 
duced. A second prerequisite is that risks must be as transparent as possible to the relevant 
stakeholders in financial institutions. The more opaque are the risks being takeru the more 
difficulr it is for stakeholders to ascertain if there i.s reasonable balance between risks and 
expected rewards. 

In looking back at the array of problems encounrered during this financial crisis, there 
are numerous examples of misaligned incentives, nf incentivKsS that contribute l:o instabil- 
ity and cyclicality in financial markets, and of shortcomings in the transparency of risks, in 
firms, in markets, and in structured products. 

The first step toward improving incentives and transparency must be taken at: the level 
of private sector firms central to financial risk intermediation. Further steps can be taken by 
regtdators and by accounting standard setters, 

9, Regulatory Standards for Governance and Risk Management 
To be effective and .sustainable, improvements in governance and risk management must 
be driven by leadership in private sector firms incorporated into a bi3sities.s culture that 
promotes discipline and a focus on long-run performance. Direction for rhar must start 
at the top, with boards of direerm-s that are engaged and up to the task of overseeing the 
complexities of modern financial, risk management. Complexities cannot be an excuse for 
poorly prepared and informed boards. In the first instance, senior management has respon- 
sibility for providing boards wfith timely information, and, if necessary, the training .neces- 
sary to use it. In turn, boards must be populated with sufficient expertise to absorb such 
information and act on it, if need be with the benefit of independent outside advice. If these 
criteria cannot be met, the argument for reducing the size and complexity of these organiza- 
tions becorac-s relevant. 

In terms of specific improvements, in firm risk management practices, leading firms in the 
financial industry have in recent years, together assessed thdr capacity and willingness to 
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cooperate in taking corrective iiteps to forestall crises. It is less cleat how diligent firms m\d 
regulators have been in following up on implementation of recommended improvements. 

It is quire clear that what had been j-ecommended before this most severe of crises was not 
sufficient to prevent the erosion of discipline at many leading firms. This suggests tlie need 
for a )nore sysfematic and forceful foHow-up on implementation of best practices, by scn,i{)r 
management, by boards, and by regulators.. 

Finally, this crisis has driven home the impormnee of aligning compensation practices 
with the incentives and controls in a firm’s risk management program. Senior management 
and boards need to ensure a consistency in that r^pect, aligning pay with long-run share- 
holder interest rather than short-term rerurns that cannot be sustained and entail greater 
risk. Regulators need ro satisfy themselves on this ^'ore and factor misaligned incentives 
into their overall judgments regarding the quality of the firm’s risk management capabilities. 

Recoinmendatmn 9? 

Reguiatoty standards for governance and risk management should be raised, with particu- 
lar emphasis on; 

a. Strengthening boards of directors with greater engagement of independent members 
having financial industry and risk management expertise; 

b. Coordinating board oversight of compensation and risk management policies, with 
the aim of balancing risk taking with pmdeuce and the long-run interests of and 
returns to shareholders; 

c. Ensuring systematic board-level reviews and exercises aimed at establishing the most 
important parameters for setting the firm’s risk tolerance and evaluating its risk pro- 
file relative to those paramecei-xS; 

d. Ensuring the risk management and auditing functions are fully independent and 
adequately resourced areas of the firm. The risk management function should report 
directly to the chief executive officer rather than through the head of another func- 
tional area; 

e. Conducting ptiriodic reviewvS of a firm’s potential vulnerability to risk arising from 
credit concentrations, excessive maturity mismatches, excessive leverage, or undue reli- 
ance on as.set market liquidity; 

f. Ensuring that all large firms have the capacity to continuously monitor, within a mar- 
ter of hours, their largest counterparty credit exposures on an enrerprisewide basis 
and to make that information available, as appropriate, to its senior management, its 
board, and its pnidcnriai regulator and central bank; 

g. Ensuring industrywide acceptance of and action on the many specific risk manage- 
ment practice improvements contained in the reports of the Counterparty Risk Man- 
af5emcnt Policy Group (CRMPG) and the Institute of International Finance. 
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10. Regulatory Capital Standards 

The business of banking is inherently cyclical. Movements in asset prices, collarerai values, 
asset quality, capital market transaction volumes, and market liquidity all reflect economic 
fluctuations with consequences for earnings growth and capital generation. Regulatory poli- 
cies and practices cannot repeal business cycles. They can, howcvci; be asse.ssed in terms 
of the impact they have in amplifying ii^tltutional behavior during the cycle. In seeking to 
temper regulatory sources of procyclicality, the objective should be to reinforce the priraaiy 
-aim. of prudential regulation— to. maintain the health of the .system and contain systemic 
risk. 

There are several aspects of prudential regulatory^ policies in which procyclical features 
are evident: capital standards, liquidity policies, and reserving practices, These are discussed 
in this section. Extensive regulatory policy improvetnenr efforts at e already under way, 
under the leadership of the Financial Stability Forum and the Basel Committee on Banking 
Supervision. 

Prudential supervisors have a critical role ro play in ensuring that the largest banking 
organizations adequately prepare for and respond to the ups and downs of cycles. Well-de- 
signed and sensibly executed supervisory programs will be an essential element of effective 
regulatory reform efforts to dampen procyclicality. A .starting point for avoiding excessive 
risk is to support efforts of supervisors to report on and push back against erosion in risk 
standards and discipline during periods of economic expansion and confidence. 

In thus same vein, when risks are materializing and extreme pressures mounting, it is 
even more challenging for supervisors nor to overreaa to the use of capital, reserve, and 
liquidity buffers that should have been built up for use in just such circumstances. All this 
further underscores the importance of these agencies having high-quality resources with the 
independence to carry out this complex task. 

A particularly disturbing aspect of the current crisis is the speed with which large regu- 
lated fi.nancial institutions tnoved from being represented as well capitalized with strong 
liquidity positions to requiring government Interventions and sizeable .financing support, to 
avoid bankruptcy. To be sure, financial panics can produce conditions that: are unrnanage: 
able for even very strong financial institutions, as they all require market confidence to 
function properly. Bur it is also true chat existing international capital sranda,rds have lost 
credibility with market participants. It is critically important chat market credibility be 
reestablished. 

The principle of tying capital standards to estimated risk is appropriate only if risk esti- 
mation techniques are sound and experience has revealed important limitations that need to 
be addressed. Consideration should be giv^en ro improved methods ro ftientify and account 
for hidden credit concentrations, unduly optimistic assumptions about market liquidity 
risk, so called “pipeline” risk in' origiiiate-to-distribute business models, and noncontractual 
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exposures, such as those arising from sponsorship of off-balance-sheet vehicles and various 

types of investment funds. 

Even improveci techniques for estimating risk will have inherent Uinitations. Recognizing 
those limitations, capital standards can be made more practical and less procyclical, by ex- 
pressing thcfn in terms of wide operating ranges, rather than as minimum point esrimates. 
Sut:h an approach shouici encourage a buildup of capital during expansion periods, dis- 
couraging aggressive share buyback and dividend policies while permitting some reductions 
in times of stress. Regulators will need to encourage banks to internalize this discipline by 
requiring capital management policies to be tied to careful analysis of what stress scenarios 
imply about capital needs. 

Recommendation 10; 

a. International regulatory capital standards shottld be enhanced to address tendencies 
toward procyclicality. Benchmarks for being well capitalized should be raised, given 
the demonstrable limitations of even the most advanced tools for estimating firmwide 
risk. 

b. The.se benchmark.s should be expressed as a broad range within which capital ratios 
should be managed, with the expectation that, as part of supervisory guidance, firms 
will operate in the upper end of such a range in periods when markens are exuberant 
and tendencies for underestimating and underpricing risk are great. 

c. The exivSting international definitions of capital should be reevaluated, looking coward 
close alignment on national definitions. 

d. Capital and risk disclosure standards should be reevaluated to provide a higher degree 
of transparency of a firm’s risk appetite, its estimated needs for and allocation of eco- 
nomic capital, and its valuation practices. 

1 1 . Standards for Liquidity Risk Management 

Two interrelated sets of liquidity strai.rjs.ha.ve characterized the current financial crisis. 

One is the evaporation of active markets for assets apart from government securities with 
the consequence that price discovery in juany markets became unreliable. The other is 
strairjs on funding, as re, fleeted in the dislocations in rhe interbank funding markets and 
the virtual shutdown of term debt funding markets for even highly rated financial insriru- 
cions. The extern of thc,se strains suggests that enhanced risk-based capital standards are by 
themselves not a sufficient basis for ensuring financial stability. Standards are alst? needed 
for liquidity risk. 

Stronger, more systematic measures need to be taken that build on the framework tised 
for capital standards. A first step in this regard was.taken in early 2008 with rhe Base! 
Committee’.s Principles for Sound Liquidity Risk Management. 
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Recommendation Iti 

< 1 . Base-level liquidity standards should incorporate norms for mainraining a sizable 
diversified mix of long-term funding and an available cushion of highly liquid unen- 
ctunbcred assets. Once such standards are developed, consideration should be given to 
what is the preferred mix of senior and subordinated debt in bank capital structuresS. 

b. Supervisory guidance for liquidity standards should be based on a more refined analy- 
sis of a firm’s capacity to maintain ample liquidity under stress conditions, including 
evaluation of the quality and effectiveness of its liquidirv' management policies and 
contingency funding plan. 

c. Liquidity disclosure standards, building on the suggested practices in the Basel Com- 
mittee Principles, should complement the suggested improved disclosure practices for 
capital and risk profile information. 


12. Fair Value Accounting 

The current financial crisis has triggered an intense and often frustrating debate concerning 
the issues raised by strict application of fair value accounting (lAr’A) rules to the financial 
statements of regulated financial institutions. In distressed, illiquid, virtually nonfunction- 
ing markets such as have been .^dtnessed, the limitations and unintended consequences 
of ¥VA rules have become apparent, seemingly contributing to uncertainties and distress. 
Some recent interpretative guidance regarding too-rlgid application of rhe.se rules has been 
viewed as helpful. But application of that guidance has been uneven across institutions and 
national regimes and has caused further divergence, rather than convergence, between U.S. 
and International Accounting Standards, without resolving the core issues, 

Apart from the current difficulties in determining market prices, there is an underlying 
tension between the business purposes served by regulated financial institutions— -particu- 
larly those in which the basic function is to inccrnicdiate credit and liquidity risk by funding 
illiquid loans by means of demand or short-term deposits— and the interests of investors 
and creditors to have the best possible current information on the immediate market value 
of assets and liabilities. That tension has also been reflected iiistoricaily in different ap- 
proaches favored by prudential and security regukators. 

Tire direction until recently has been to seek to resolve that tension by forcing as much 
of the accounting and valuation of all assets and liabilities as possible into an accounting 
mode! designed and developed to address market values of liquid tradeable instruments. 
The extent to which this represents a “forced fit” has become very appareiit in the current 
crisis. One dramatic result has been the ability of distressed instirurions to increase their 
reported earnings by marking to market of certain of their owJi liabilities as the credit risk 
on their debt has increased. Another problem is valuations on illiquid assets that sometimes 
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liave limited relationship to expected discounted cash flows. 

Th<? way forwajrd is not to abandon appropriate consideration of fair value principles 
but to seek a better pcinciples-hased balance between the legitimate needs of investors for 
useful current financial itjfovmation and the business model of the regulated financial insti- 
rurions. 

A .starring point is to recognize the relevance for sound internal risk management of 
tracking the best available iiiformation on the changes in value of a financial firm’s assets 
and liabilities. Market pricing validated, if possible, by independent appraisal is one impor- 
tant requirement. But it i.s not necessarily the only one for evaluating risk and proficahiiiry 
in the absence of market liquidity and when the intrinsic value of continuing customer 
relationship is a relevant consideration. 

Another practical consideration is the responsibility of prudential regulators and super- 
visors to themselves monitor, evaluate, and discipline valuation practices. Their concerns 
must be to judge the nature and extent of the risks involved and to consider the adequac)’ 
of reserve provisions to absorb potential losses, matters that cannot be fully encompassed 
in marking to market in all circumstances. 

In sum, the accounting principles anti approaches applicable to regulated financial insti- 
tutions whose primary purpose is to intermediate credit and liquidity risk needs to be better 
aligned with the firm’s busines-s mode!. A pure mark-to-market accounting model is gener- 
ally preferred for trading activities and most elements of market risk. Variations on the cur- 
rent intent-based accounting model applicable to banking organizations are a better place 
to start for these types of intermediaries. More realistic guidelines for addressing valuation 
issues for illiquid investments in these types of portfolios— including guidance on how to 
treat intent-based changes and movements in. these instruments between accounts — is also a 
better starting point for firms with this business model. Rigor in the standards for alterna- 
tive methods of valuation (including impairments) and for evsiluatiiig intent (and ability to 
carry that intent through) is essential, to serve investor needs. 

More generally, there can and should be an improved level of disclosure and transpar- 
ency around regulated firnts’ risk pro.files,.risk reporting, and valuation practices. The more 
flexibility regulated firms and their .regulators have to apply appropriate reasonable valua- 
tion practices to risk portfolio.s, the greater is the burden on them to provide full, fair, and 
timely disclosures of information related to their valuation practices. 

Finally, safety and soundne.ss cousiderarions require that i^iilated firms maintain full 
and adequate, reserves for specific expeaed credit. losses over the life of credit exposures, 
and genera! valuation reserves to deal with cyclical and liquidity risks in relevant parrs of 
their portfolios, including derivative portfolios. Tensions in this regard between accounting 
rules and safe and sonnd banking practices -shoxild be resolved in a vray that promotes safe- 
ty and soundtiess, with full and complere transparency and disclosure of resulting reserves. 
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Recominendation 12; 

a. Fair value acraunting principles and standards should be recvaliiared with a view to 
developing more realistic guidelines for dealing with less-liquid instrismeiits and dis- 
tressed markets. 

b. The tension between the business purpose served by reguiated financial institutions 
that intermediate credit and liquidity risk and the interests of investorsS and creditors 
should be resolved by development of prindples-based standards that better reflect the 
buxsiness model of these institutions, apply appropriate rigor to valuation and evalu- 
ation of intent, and require improved disclosure and transparency. These .standards 
should also be reviewed by, and coordinated with, prudential regulators to ensure 
application in a fashion conriscent with safe and sound operation of such institutions. 

c. Accounting principles should also be made more flexible in regard to the prudential 
need for regulated institutions to maintain adequate credir-loss reserves sufficient to 
cover CKpecred losses across their portfolio.s over the life of asset-s in those portfolios. 
There should be full transparency of the manner in which rcserve.s are determined and 
alltKated. 

d. As emphasized in the third report of the CRMPG, under any and ail standards of 
accounting and under any and all market conditions, individual financial institutions 
must ensure that wholly adequate resources, insulated by fail-safe independent deci- 
sion-making authority, are at the center of the valuation and price verification process. 
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CORE RECOMMEMDATION IV 

Financial markets and products must be made more transparent, with better- 
aligned risk and prudential Incentives. The infrastructure supporting such 
markets must be made much more robust and resistant to potential failures of 
even large financial institutions. 

13. Restoring Confidence in Securitized Credit Markets 

Prior to die current crisis, a meaningful portion of the credit extension process had mi- 
grated away from traditional loan ordination and retention by individual banks or other 
financial institutions that have direct knowledge of and relationships with borrowers, to 
one where financial institutions have relied on each other to originate loctns that arc then 
parceled out anti shared among a broad group of otherwise unrelated entities. One con- 
sequence has been that the loss of confidence experienced during chi.s crisis has extended 
beyond specific institutions to include a loss of confidence in entire sectors of the world’s 
capital inarkets. 

Prominent in this regard has been the complete drying up of new debt issuvince in virtu- 
ally all segments of the asset-backed securities markets. This has extended well beyond the 
markets for complex structured collateralized debt obligations (CDOs) and collateralized 
loan obligations (CLOs) to include so-called plain vanilla assct-backcd receivables transac- 
tions. 

The primary factors contributing to this Ios.s of confidence have been the excessive 
complexity of these instruments and the lack of transparency that; has characterized these 
markers. An additional contributing factor has been flaws exposed in the workings of the 
“originate-to-distribute” business model followed in the capital market units of virtually 
all large banking organizations. Those flaw.s include: (a) an erosion in credit underwrit- 
ing standards, based on a rran.sacrion rather than a relationship and retention approach to 
credit risk; (b) concentrations of pipeline credit risk, based on overly optimistic assumptions 
regarding market liquidity and redistribution cap.ibilities; arsd (c) retention of what turned 
out to be badly struemred and grossly overrated tranches of structured products, in order 
to drive new deal flow, Thc.e.xcent to which the originate-ro-distribute model will survive 
the present crisis is ?n question. What is cleat is that it should not continue as a major e)e- 
rnenr in finance without a concerted effort to remedy the flawed approaches. Some of the 
flaws can be addressed in . the strengthening of regulatory capital and liquidity standards. 
Others need to be addressed as part of broader efforts to reduce risk and restore ittvestor 
confidence in these markets. 

The planned 201 0 implementation of new international accounting standards for con- 
solidation of various types of off-balance-sheet vehicles may impact securitization markers. 
Many of those vehicles — particularly so-called Structured Investment Veiiicles {STVs}— were 
created in part to get around existing accounting rules and regulatory capital srandard-s. 
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Once these types of vehicles are forced back onto balance sheets. and back into regulator}’ 
capital calculations, they may be phased out of existence, su^esting they served no sustain- 
able economic purpose other than leveraged arbitrage of those rules. 

In contrast to the above, off-balance-sheet trust vehicles that are used to support the 
issuance of traditional asset-backed securitizations must be viewed differently. Account- 
ing standard setters should give further consideration to the usefulness of thew types of 
trust structures being treateti fully as on-balance-sheet items and what this might imply for 
the future functioning of markets for these types of asset-backed secutitira. A full discussion 
of how pending accounting changes are likely to impact the reporting and balance sheet 
treatment of the.se types of entities is beyond the scope of this report. (A useful review is 
provided on pages 38 -52 of the CiRMPG III report.) To the extent these vehicles also land 
back on financial institution balance sheets, there needs to be early resolution of the bnpact 
this may have on the usefulness of leverage ratios as a regulatory capital metric, and the 
potential uneven use of that metric across different national regulatory regimes. 

Since most of the securitized capital markets have.bfX'ome international in scope, efforts 
to reopen them using new’ principles for transparency,, risk underwriting, and accounting 
are best approached on a coordinated basis, particularly between authorities in the United 
Kingdom and the United States, where most of this aaivity has been centered. 

Recommendation 13: 

a. M.arket Supervision: Extensive innovation in the capital markets and the rapid growth .. 
of securitization make it imperative that securitized and other structured product and 
derivatives markets be held to regulatory, disclossure, and transparency standards at 
least comparable to those that have historically been applied ro the public securities 
markets. This may require that a broader range of markets be monitored, that there 

be adequate transparency as to transaction volumes and holdings across all products, 
and that both credit and leverage elements of each product be thoroughly mulerscood 
and monitored. 

b. Credit Underwriting Standards: Tire healthy redevelopment of securitized credit mar- 
kets requires a .restoration of market confidence in the adequac}’ and sustainability of 
credit underwriting standards. To help achieve this, regulators sbouit! require regu- 
lated .financial in.sriiutions to retain a meaningful portion of the credit risk they ate 
packaging into securitized and other structured credit products. 

c. Off-Balance-Shec-t Vehicles: Pending accounting rule changes for the consolidation 

of many types of off-balance-sheet vehicles represent a positive and needed improve- 
ment. It is important, before they are fully implemented, that careful consideration be ' ' 

given to how these rules are likely to impact efforts to restore the viability of secuj-i- 

tized credit markets, ' , ■ 
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14. Rating Agency Reforms 

Numerous issues and questions. have been raised, about problems arising from the pre-cn- 
sis. operations of the NaddnaUy Recognized Securities Ratings Organizations (NRSROs), 
particularly focusing on the ratings attached to complex securitized instruments. They in- 
elude potential conflicts inherent in the issuer pay business models; limits on rating agency 
accountability; the usefulness of ratings that only rate credit default probahilitic.s, to the 
e.\'clusion of many other important risk factors; and excessive regulatory and investor reli- 
ance on NRSRO racings. Issues have also been raised ai>out the need for more competitioit 
and for better regulation. 

In many financial institutions the number and quality of personnel devoted to credit 
analysis has failed to keep pace with the increased complexity of individual securities and 
portfolios of credit instruments. Over time, a focus on profitability within financi?ii institu- 
tions has led many investors and intermediaries to “outsource” the screening of credits, and 
in many cases, the entity credit evaluation function, to the traditional ratings agencies. 

Regulatory bodies have also relied on credit carings from NRSROs as an important input 
in assessing the adequacy of net capital. In fact, credit ratings have become “hardwired” 
in a vast spectrum of rules^ regulations, and investment guidelines affecting capital require- 
ments, disc.!osure requirements, portfolio construction, and a host of other activities urjder- 
taken by banks, broker-dealers, cofptjrations, and other issuers, pension funds, insurance 
companies, professional money managers, and other investors. 

Unfortunately, however, the economic model that supports the rating agencies is driven 
nor by these users but by issuers who select and pay for the racings. There are no direct 
economic consequences for. poor credit research or a rating that fails to predict an event 
of default, because the payer, the issuer, is not harmed in either event. Many issuers are 
believed to have “shopped" among the traditional providers for higher ratings, lending a 
perverse negative consequence to reguiarory attempts to increase cornpetidon. 

In addition, the rating agencies are not held legally accountable for the quality of their 
work. Since there is no contractual reJationship between those who rely on ratings (inves- 
tors) and the providers oftatings, there is no legal iecour.se. The agencies have, to date, 
escaped accountability for .the quality of their ratings in the courts. In the United States they 
have successfully avgued.that their ratings/opinioiis are subject to protection under the First 
Ameridment. 

A model whereby credit research and summary ratings arc paid for by in vestors I’athej* 
than issuers has been used at times in the past and would be superior to the current model. 
Some subscription models for credit research and summary ratings have begun to emerge. 
However, the current models make it difficult for providers to be paid based on value 
added, both because they have to compere with the “free” ratings provided by che tradi- 
tional issuers, and because it is difficult for them to discover atsci monitor how extensively 
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tlieir inteilectuai pcopertv is being deployed. Consideration ought to be -given to alteniative 

approaches. 

While there has been substantial innovation in the development of structured products 
rated by the traditional agencies, there has been little innovation in the measurement tech- 
niques incorporated in the ratings thejnselves, including risk measures related to liquidity, 
volatility, spread risk, and other risk factors relevant to market valuations. 

Although many practice changes have been announced and/or proposed by the 
NRSROs, the European Comnhssion, and the Securities and Exchange Commission (SECk 
it is not clear that these changes go far enough to address the underlying incentive prob- 
lems. The ihrce-part recommendation .set out below Is intended to address more directly the 
need to improve the aiigninent of incentives for the three parties to the rating process — the 
issuer, the investor, and the rating .service provider. 

Recommandatioii 14: 

Regulatory policies with regard to NRSROs and the use of ratings should be revised, pref- 
erably on an internationally coordinated basis, to achieve the following: 

a. Users of risk ratings, most importantly regulated users, should be encouraged to re- 
store or acquire the capacity for independent evaluations of the risk of credit products 
in which they are invevSting. 

b. Risk ratings issued by the NRSROs should be made more robust, ro reflect the risk 
of potential valuation losses arising not just from default probabilities and loss in 
the event of default, but also from the full range of potential rivsk factors (including 
liquidity and price volatility). 

c. Regulators should encourage the dcveIop!hcnt of payment models that improve the 
alignment of incentives among the providers of risk ratings and their clients and users, 
and permit users ro hold NRSROs accountable for the quality of their work product. 

Infrastructure Developments 

The events of 2008 have underscored the importance of a strong infrasmicture for the 
financial system — one that keeps pace with the innovations and new markets that are part 
of modern finance, As Federal Reserve Board Chairman Ben Bernanke has pointed our, 
there are both “hardw,are” elements (that is, systems for execution, clearing and settle- 
ment, and so forth) and “software” elements (that is, statutory, regulatory, and contractual 
frameworks) ro the infrastructure. Significant iveaknesses have been exposed in both these 
aspects of the system'.s infrastructure. 

T’he final three recommendations that follow cover three areas for infrasrructtire im- 
provement: OTC market changes, legal resolution, mechanisms for .financial institutions, 
and infrastructuj-e in support of transparency in the- markets for structured products. 
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15. Oversight of Gredit Befaiill Swaps (CBS) 
and Over-the-counter (OTC) Markets 

'i'his crisis has exposed serious shortcomings in the infrastnicture in support of the OTC 
derivatives itiarkeK. While some of.those shortcomings may be viewed as conduct of 
business or market integrity issues,. several problems have reached a scale that lias raised , 
systemic disruption issues. These problems include trade confirmation backlogs, lack of 
transparency on transaction reporting and pricing, contract closeout procedures, valuation 
practices and collateral disputes, and direct and indira:t counterparty credit: issues. Most 
of rltcse issues cither do not arise or are generally well managed within the exchange-based 
derivative markets. 

Under pressure from various regulatory bodies, the leading firms in these markets have 
been working closely on a comprehensive program ro address these infrastructure weak- 
nesses, Prominent within that program are effrjtta to establish a ccnira! counterparty clear- 
ing (CCP) arrangement for the credit derivatives market and coordinated eftort:s to great ly 
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reduce the gross size of outscanding contracts through bilateral compression arrangemenrs. 
Significant progress has been made on these fronts. Further progress toward standardiza- 
tion and u se of CCP mechanisms should be encouraged, if need be with 
regulatory capital requirements that bear more heavily on instruments that are not cleared 
through a CCP. 

While these efforts may well result in adequate solutions to the most pressing existing 
problems, the broader policy questions regarding the appropriate regulatory status of these 
markets remain open. For most of the past 30 years, the markets developed in something 
of a reguiatory vacuum, being regarded legally as neither securities nor futures contracts. 
Innovations were widespread and the markets grew explosively, suggesting that, beyond 
serving a valuable ri.sk transfer function, a large speculative clement has eti^rged. 

A-s these markers have grown in complexity and size to dwarf the very cash markets to 
which they are related, the .scale of infrastructure, credit, valuation, and transparency pirob- 
lems have loomed large. Pressuj-e on central banks and other regulators to deal with these 
problems has grown. 

It has long been recognized that the very same economic risk can be taken on or trans- 
ferred by a combination of securities, futures contracts, or OTC derivatives. Yet, depending 
on the instrument used, vastly different rules, oversight arrangements, and infrastructure 
.support mechanisms apply. While this may have made public policy sense when the OTC 
derivatives markets were in their early stages of development, the justification no longer 
exists. The time has come to harmonize standards and practices across these instrument 
markets, The time has also come to move beyond moral suasion and enlightened market 
self-intcrtivSt to ensure that market practices develop in a timely, healthy, and comprehensive 
fashion. A possible system of regulation should include the elements listed in Box 4. 

Recommendatfon 15: 

Much-needed planned Improvements to the infrasmicrure supporting the OTC 
derivatives markets should be further supported by legislation to establish a formal 
system of regulation and oversight of such' markets. 

b. Given the global nature of the market, it Is essential that there be a consistent regula- 
tory framework on an international scale, and national regulators should share infor- 
inacion and enter into appropriate cooperative arrangements with authorities of orher 
countries responsible for overseeing activities, 

16. A Resolutiao iVtechanisni for Financia! Institutions 

Market di.scipline works best in a system in which failures can happen without being a 
source of major disruption and contagion. That can only happen with large, complex finan- 
cial firms if rhe infrastructure and related market mechanisms that have to operate in the 
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face of failures are robust, transparent, and permit timely but not forced actions on the part 
of creditors and other counterparties to protect their interest. 

In the United States, existing legal mechanisms for managing hank failures, while not 
perfect, have proven to be workable. The problems have arisen in the context of potential 
and actual failures of large non-bank financial institutions. Specifically, the intervention to 
prevent the failure of Bear Sterns, the bankruptcy filiitgs of Lehman BrothetsS, and orlier 
interventions demonstrate that there is a need to establish an effective failure resolution 
regime for large non-bank financial institutions. Part of char can be addressed by improve- 
ments CO the infrastructure of the OTC derivatives markets. Part of it can also be addressed 
by closing the gaps in consolidated prudential oversight of large regulated non-bank 
financial institutions. But to be fully effective, the legal regimes that operate once failure is 
triggered should be modified, with a view to placing primary importance on the capacity 
of the amhoriries to take actions to protect the health of the system. A related concern is 
the general framework for handling qualified financial contracts in the United States, which 
must be reconsidered in light of recent events. 

In some countries, a legal framework to provide for the orderly closing of regulated 
banks is not yet fully in place, let alone a framework for systcmically significaTU' non- 
bank financial Institutions. A desirable framework should provide for: (a) condnuicy of 
operations and service access for depositors and odteir clients, (b) appropriate discretion; 
for receivers for managing payment priorities, (c) discretion to impose cost appropriately 
within the capital srrucrure and on executive management to reduce moral hazard, and (d) 
appropriate financial flexibility for the regulator/receiver to provide for timely transfer of 
financial assets and liabilities and prompt access of clients to properly segregated assets and 
accounts. 

A further complication that must be considered — both in the United States and other 
jurisdictions— relates to a potential failure of a lat^e, leveraged hedge fund or group of 
related funds, where the funds in question are domiciled in an offshore center. The bank- 
ruptcy and governance regirnes of .such centers may be at odds with the public interest of 
the countries in whose markets the funds actually operate in. terms of containing the impact 
of- failures on the .system. Once such fimd.s and ntanagers are Irroughr under a formal regu- 
latory system, the appropriate national regulator should require an analysis of this issue 
for the largest funds. The regulator should have the authority to require the manager of the 
funds in question to modify existing legal arrangemenrs to provide for an acceptable legal 
regime for governance and potential bankruptcy liquidarions. 

Rscommentlation 16 : 

a. In countries where this is not already the case, a legal regime should be established to 
provide regulators with authority to require e.ariy warning, prompt corrective actions, 
and orderly closings of regulated banking organizations, and other systemicaily 
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significant regulated financial institutions. In the United States, legislation should 
establish a process for managing the resointidn of failed non-depository financial 
institutions (including non-bank affiliates within a bank holding company structure) 
comparable to the process for depository institutions. 

b. The regime for non-depository financial institutions should apply only to those few 
organizations whose failure migJtt reasonably be considered to pose a threat to the 
financial system and therefore subject to official regulation. 

c. A regulatory body having powers comparable to those available for the resolution 
of banking institutions should be empowered to act as a receiver or conservator of 
a failed non-depository organization and to place the organization in liquidation or 
take action to restore it to a sound and solvent condition. 

d. The special treatment accorded to various forms of financial contracts under current 
U.S. law' should be examined in light of recent experience, with a view toward resolv- 
ing claims tinder these contracts in a manner least disruptive to the financial system. 

17, improving Transparency of Structured Product Markets 

Disclosure standards in asset-backed and other stnicmred fixed-income markers need to 
be reexamined and enhanced. Public interest in ensuring adequate disclosure ro the inves- 
tors in ihe private or wholesale markets for asset-backed and ocher structured fixed-income 
products should be recognized by regulators. Ar.present, information that is likely to be 
significahr is not generally available, and this needs to be addressed. 

Once appropriate new divsclosure standardvS have been agreed, this information should 
be provided in a manner that Is comparable and facilitates analysis over time and across 
transactions. Satisfying this objective will require that information be presented in a more 
consistent and structured format than is currently the case. At present, financial informa- 
tion for corporate issuers is provided in a substantially structured manner under the concent 
and presentation requirement of generally, accepted accounting principles. However, there 
are no analogous content and. presentation requirements for asset-backed and other struc- 
tured productvS. 

Recommendation 17: 

a. The disclosure and dissemination regime for asset-backed and other structured fixed- 
income financial products (including securities and other financial products) in rhe 
public and private markers should be enhanced. 

b. The appropriate national regulator should, in conjunction with investors, detennine 
what information is material to investors in these products and should consider en- 
hancing existing rules or adopt new rules that ensure disclosure of that information, 
for both asset-backed and synthetic structured products. 
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c. The appropriate national regulator should condition transactions in the private and 
wholesale markets on satisfaction of appropriate information disclosure standvards. 

19, Sharing Market Actlvi^ and Valuation Informatmii 

Public policy considera:tions have generaliy supported the importance of competing chan- 
nels for trading execution in financial markets subject to some basic minimum public 
market standards. Exchange-based execution mechanisms, and broadly ciomparablc elec- 
tronic execution facilities, are typicaUy characterized by high degrees of transparency and 
price discovery. Lesser standards apply in various segments of the over-the-counter markets, 
in some cases to such a degree that the markets are better described as opaque rather than 
transparent. 

Recommendation 18: 

Efforts CO restore investor confidence In the workings of these markets suggest a need to re- 
visit evaluations q( the costs and benefits of infrastructure investments rliat would facilitate 
a much higher level of transparency around activity levels, traded prices, and related valua- 
tions. Part of the costs of. such changes is the impact on firm-specific concerns regarding the 
private nature of their market activity. These concerns, and direct investment'eOvSts, need to 
be weighed against the potential benefits of higher levels of market transparency. 


105 



PART 6 

Concluding Comment 






106 


58 FINANCiAL REFORM A I'ramewQrk for l-inanaal St.ivUiL” 


In the year ahead, policymakers will be faced with an extraordinary set of challenges. The 
financial crisis has yet to fully run its course. Financial markets and institutions have yet to 
reengage in a healthy process of risk intermediation. Rea! economies around the work! are 
experiencing sharp contraction, which is likely to lead to additional credit defaults. Gov- 
ernments and central banks are stretching to their limits with programs to stabilize both 
financial systems and real economies. 

Initiatives to address these immediate challenges must take precedence over evei3 the 
most pressing agendas for financial regulatory reform. Moreover, until the full costs of the 
current crisis are known — including the financial costs from its economic fallout — there will 
not be clarity on the extent of needed reforms and a sensible timetable for implementing 
them and for rolling back of greatly extended safety nets. 

The view's and recommendations set forth here represent an assesstfierit, at one particu- 
lar point in the crisis, as to the needed elements of a comprehensive financial reform plan. 
These suggestions focus primarily on financial stability considerations and do nor cover in 
any detail other potentiai.needed changes in business practice, in market or admini-strative 
structure, or in competition policies. 

This report should be read in.combination with the prior extensive private sector and 
public .sector reform proposals referred to in our report. Policymakers should have an 
extensive set of proposals for framing the issues involved in the tteeded coraprelicnsive 
overhaul of the national and internariona) financial systems and suggesting appropriate re- 
form. These reforms are likely to be more extensive and important than any since the Gfeat 
Depression. 
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LIST OF RECOMMEiDATIONS 
CORE iECOlilEiOmOM I 

Saps and weaknesses in the coverage of prudential regulation and supervision 

must be eliminated. Ail systeTnically significant financial institudons, regardless of type, 

must be sabjecr ro an appropriate degree of prudential oversight, 

Priidesitiai Regulation and Supervision of Banking Organizations 
Recommendation 1 : 

a. in ail countries, the activities of governmenr- insured deposit-taking institutions should 
be subject to prudential regulation and supervision by a single regulator (that is, coti- 
solidattxi supervision)- The largest and most complex banking organizarions should 
be subject to particularly close regulation and supervision, meeting high and common 
mrernationaJ. standards. 

b. Large, systemically importam banking institutions should be resfritted in undertak- 
ing proprietary activities that present particularly high risks and serious conflicts of . 
interest. Sponsorship and management of commingled private pools of capital (that 
is, hedge and private equity funds in which the banking institutions own capital is 
commingled with client funds) should ordinarily be prohibited and large proprietary 
trading should be limited by strict capital and liquidity requirements. Participation 

in packaging and sale of collective debt inscrument.s should require the retention of a 
meaningful part of the credit risk. 

c. [n general, government-insitred deposit-taking jnscicurions should not be owned and 
cotvtroJIed by unregulated non-ftnancial organiziitions, and strict limits should be 
imposed on dealings among such banking institutions and partial non-bank owners. 

d. To guard against excessive concentration in national banking systems, with implica- 
tions for effective officiral oversight, management control, and effective competition, 
nationwide limits on deposit concentration should be considered at a level appropri- 
ate to individual countries. 

GonsoHdated Supervision of Non-Bank Financial Institutions 

Recommendation 2: 

a. For those countries lacking such arrangements, a framew'ork for national-level con- 
solidated prudential regulation and .supervision over lai^e internationaliy active insur- 
ance companies should be established. 
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b. An appropriate prudeatial regulator should be designated for those large investment 
banks and broker-dealers that are not organiztid as bank hoiciijig tx>mpanies. 

Money Market Mutual Funds and Supervision 
Recommendation 3: 

a . Mont'y market mutual ftmds wishing to continue to offer hank -like services, such 
as transaction account ser\dces, withdrawals on demand at par, and assurances of 
maintaining a stable net asset value {NAV) at par should be required to reorganize as 
special-purpose banks, with appropriate prudential regulation and supervision, gov- 
ernment insurance, and access to central bank lender-of-iast-rcsort facilities. 

b. Those institutions remaining as money market mutual funds should only offer a con- 
servative investment option with modest upside potential at relatively low risk. The 
vehicles should be clearly differentiated from federally insured instruments offered by 
banks, such as money market deposit funds, with no explicit or implicit as.surances to 
investors that funds can be withdrawn on demand at a stable NAV. Money market mu- 
tual funds should not be permitted to u.sc amortized cost pricing, with the implication 
that they carry a fluctuating NAV rather than one that i,s pegged at UvSSl.OO per share. 

Oversight of Private Pools of Capital 
Recommendation 4: 

a. Managers of private pools of capita! that employ substantial borrowed funds should 
be required to register with an appropriate national prudential regulator. There 
should be some minimum size and venture capicai exernprions from such regi.stration 
requirement. 

b. The prudential regulator of such managers should have authority to require periodic 
regulatory reports and public disclosures of appropriare informarion regarding the 
size, investment style, borrowing, and performance of the funds under management. 
Since introduction of even a modest system of registration and regulation can create 
a false impression of lower investment risk, disclosure, and suitability srandard-s will 
have to be reevaluated. 

c. For funds above a size fudged to be potentially systemicaDy .significant, the prudential 
regulator should have authority to establish appropriate standards for capital, liquid- 
ity, and risk management. 

d. For these purposes, the jurisdiction of the appropriate prudential regulator should be 
based on the primary business location of the manager of such funds, regardle,ss of 
the legal domicile of the funds themselves. Givtm the global nature of the markers in 
which such managers and funds operate, it is imperative thiit a regulatory framework 
be applied on an internationally consistent basis. 
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Government-Sponsored Enterprises (GSEs) 

Recommendatfon 5: 

a. For the United Stares, the po]ic>' resolution of the appropriate role of GSEs in mort- 
gage finance should be based on a clear separation of the functions of private sector 
mortgage finance risk intermediation from government sector guarantees or insurance 
of mortgage credit risk. 

b. Governmental entities providing support for the mortgage market by means of market 
purchases should have explicit stafuroiy backing and financial support. Hybrids of 
private ownership with government sponsorship should be avoided. In time, existing 
GSE mortgage purchasing and portfolio activities should be spun off to private sector 
entities, with the government, if it desires, maintaining a capacity to intervene in the 
market through a wholly owned public institution. 

CORE RECOMlWEriOATION H 

The ciualtty and effectiveness of prudenttai regulation and supervision must 

be improved. This will retjuire better-resourced prudential regulators and central banks 
operating within ,smicture.s that afford much higher levels of national and international 
policy coordination. 

Regulatory Structure 
Recommendation 6: 

a. Countries should reevaluate their regulatory structures with a view to eliminating un- 
necessary overlaps and gaps in coverage and complexity, removing the potential for 
regulatory arbitrage, and improving regulatory coordination. 

b. In ail cases, countries should explicitly reaffirm the insulation of national regulatory 
authorities from political and market pressures and reassess the need for improving 
the quality and adequacy of resources available to such authorities. 

Rq!8 Of the Central Bank 
Recommendation 7; 

a. Where not already the ca.se, centra! banks .should accept a role in promoting and 
maintaining financiai stability. The expectation should be that concerns for financial 
stability .arc relevant not just in times of financial crisis, but also in times of rapid 
credit: expansion and increased use of leverage that may lead to crises. 

b. In countries where the central bank is not the prudential regulator, the central bank 
should have: (i) a strong role on the governing body of the prudential and markets 
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regii]ator(s); (ii) a formal review roie with respect to proposed changes in key pnsden- 
tial policies, especially capital and iiquidit)' policies and margin arrangements; and (iii) 
a supervisojy role in regard to the largest systemicaiiy signiticanc firms, and critical 
payment and clearing systems. 

c. A sharp distinction should be maintained between those regulated hanking organiza- 
tions with normal access to central bank liquidity facilities and other types of financial 
institutions whose access, if any, should be limited to extreme emergency situations of 
critical systemic importance. 

d. Central bank emergency lending authority for highly unusual and exigent circum- 
stances should be preserved, but should include, by law or practice, support by ap- 
propriate political authorities for the use of such authority in extending such credit to 
non-bank institutions. 

e. Central bank liquidity' support operations should be limited to forms that do not 
entail lending against or the outright purchase of high-risk assets, or other forms of 
long-term direct or indirect capital support. In principle, those forms of support arc 
more appropriately provided by directly accountable government entities. In practice, 
to the extent the central bank is the only entity w'irh the resources and aiichorify to act 
quickly to provide this form of systemic support, there should be subsequent approval 
of an appropriate governmencai entity with the consequent risk transfer to that entity. 

Internationa! Coordination 
Recommendation 8: 

a. National regulatory authorities and finance ministers are strongly encouraged to 
adapt and enhance existing mechanisms for internarional regulatory and supervisory 
coordination. The focus of needed enhancements should be to: (i) better coordinate 
oversight of the largest international banking organizations, with more timely and 
open information .sharing, arid greater clarity on home and host responsibilities, in- 
cluding in crisis management; {Li) move beyond coordinated rule making and .standard 
setting to the identification and modification of material national differerjces in the 
application and enforcement of such standards; (iii) close regulatory gaps and raise 
standard.s, where need^, with respect to offshore banking cenrers; and (iv) develop 
the means for joint consid^ation of systemic risk concerns and the cyclicality implica- 
tions of regulatory and supervisory policies. The appropriate agencies should strength- 
en their actions in member countries to promote impiernentation and enforcement of 
international standards. 

b. Given the recurring irnporrance of excessive leverage as a coniribuving factor to 
financial disruptions, and the increasingly complex w'ays in which leverage can be 
employed on and off balance sheets, prudential regulators and central banks should 
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coiiaborate wirh internafioiial agencies in an effort to define leverage and then collect 
and report data on the degree of leverage and maturity and liquidity mismatches in 

various national systems and markets. , \ ; 

c. To the extent new international regulatory organizations are ultimately needed, the 
initial focus should be on developing more formal regional mechanisms, such as in the 
European Uniors, but with continued attentiveness to the global dimension of most 
significant financial markets. 

CORE mmmmEmmim iii 

institutional policies and standards must be strengthened, with particular 
emphasis on standards for governance, risk management, capital, and liquidity. 

Regulatory policies and accounting standards must also guard against procyclical effects 
and be consistent with maintaining prudent business practices. 

Regulatory Standards for Governance and Risk Management 
Recommendation 9; 

Regulatory standards for governance and risk management should be raised, with particu- 
lar empha.sis on: 

a. Strengthening boards of directors with greater engagement of independent members 
having financial industry and risk management expertise; 

b. Coordinating board oversight of compensation and risk management policies, with 
the aim of balancing risk taking with pnidence and the long-run interests of and 
returns fo; shareholders; 

c. Ensuring systematic board-level reviews and exercises aimed at e.stab(ishing the most 
. important parameters for setting the firm’s risk tolerance and evaluating its risk pro- 

. file relative to those parameter.s; 

d- Ensuring the risk management and auditing functions are fully independent and 
adequately resourced areas of the firm. The risk management function should report 
directly to the chief executive officer rather than through the head of another func- 
tional area; 

e. Conducting periodic reviews of a firm’s potential vulnerability to risk arising from 
credit concentrations, excessive maturity mismatches, excessive leverage, or undue reli- 
ance on asset market liquidity; 

f. Ensuring that all large firms have the capacity to continuously monitor, within a mat- 
ter of hours, their largest counterparty credit exposures on an enmrprisewide basis 
and to make that inforraadon available, as appropriate, to its senior management, its 
board, and its prudential regulator and central bank; 
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g. Ensuring industrywide acceptance of and action on rhe many specific risk manage- 
ment practice improvements contained in the reports of the Coimrerpaity Risk Man- 
agement Policy Group (CRMPG) and the Institute of Internationai Finance. 


Regulatory Capital Standards 
Recommendation 10: 

a. International regulatory capital standards should be enhanced to address tendencies 
toward procy'ciicality. Benchmarks for being w=cU capitalized shouid be raised, given 
the demonstrable limitations of even the most advanced tools for estimating Hrmwide 
risk. 

b. These benchmarks should be expressed as a broad range within w'hsch capital ratios 
should be managed, with the expectation that, as part of .supendsory guidance, firms 
will ofHTate at the upper end of such a range in periods when market.s are exuberant 
and tendencies for, underestimating and underpricing risk are great. 

c. The exi.s'ring international definitions of capital should be reevaluated, looking toward 
close alignment on national definitions. 

d. Capital and risk disclosure standards should be reevaluated to provide a higher degree 
of transparency of a firm’s risk appetite, its estimated needs for and aliocadon of eco- 
nomic capital, and its valuation practices. 

Standards for Liquidity Risk Management 
Recommendation 11: 

a. Base-level liquidity standards should incorporate norms for maintaining a sizable 
diversified mix of long-term funding and an available cushion of highly liquid uneit- 
cumbered assets. Once such stajTclards are developed, consideration should be given to 
what is the preferred mix of senior and subordinated debt in bank capital stnictures. 

b. Supervisory guidance for liquidit)' standards should be based on a more refined avialy- 
sis of a firm’s capacity to maintain ample liquidity under stress conditions, including 
evaluation of the quality and effectiveness of its liquidity manageinenf policies and 
contingency funding plan. 

c. Liquidity disclosure standards, building on the suggested practices in the Basel Com- 
mittee Principles, should complement the suggested improved disclosure practices for 
capital and risk profile information. 



113 


FlNANCiAL REFORM A Framework for Financial Stability 65 


Fair Value Accountmg 
Recommenclatian 12; 

a. Fair value accounting principles and standards should be reevaluared with a view 
to developing more realistic guidelines for dealing with less liquid instruments and 
distressed markets, 

b. The tension, between the business purpovse served by regulated financial institutions 
that intermediate credit and liquidity risk and the interests of investors and creditors 
should be resolved by development of principles-based standards that better reflect the 
business mode! of these institutions, apply appropriate rigor to valuation and evalu- 
ation of iiuent, and require improved disclosure and transparency. These standards 
should also be reviewed by, and coordinated with, prudential regulators to ensure 
application in a fasshion consistent with safe and sound operation of such institutions. 

c. .Accounting principles should also be made more flexible in regard co the prudential 
need for regulated institutions to maintain adequate credit loss reserves sufficient to 
cox'cr expected losses across their portfolios over the life of a.ssets in those portfolios. 
There should be full transparency of the manner in w'hich reserves are determined and 
allocated. 

d. As emphasized in the third report of the CRMPG, under any and ail standards of 
accounting and under any and all market conditions, individual financial institutions 
must ensure duit wholly adequate resources, insulated by fail-safe independent deci- 
sion-making authority, are at the center of the valuation and price verification process, 

CORE RECOMMENDATION IV 

Financial markets and products must be made more transparent, with better- 
aiigltetf risk and prudential incentives. The infrastructure supporting such 
tndrkets must he made much more robust and resistant to potential failures of 
even large financial institutions. 

Restoring Confidence in Securitized Credit Markets 
Recommendation 13; 

a. Market Supervision: Extensive innovation in the capital markets and the rapid growth 
of , securitisation make it imperative that securitized and other structured product and 
deris^atives markets be held to regulatory, disclosure, and transparency standards at 
least comp,irable to those that have hi-sroricaliy been applied to the public .securities 
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markets. This may require that a broader range of markets be monitored, thar there 
be adequate transparenc>' as to transaction volumes and holdings across all products, 
and that both credit and leverage elemenK of each product be tlioroughly understood 
and monitored. 

b. Credit Underwriting Standards: The healthy redevelopment of securitized credit mar- 
kets requires a restoration of market confidence in the adequacy and sustainability of 
credit imderwririr^ standards. To help achieve this, I'cgulators should require regu- 
lated financial institutions to retain a meaningful portion of the credit risk they are 
packaging into securitized and other structured credit products. 

c. Off-Balance-Sheet Vehicles; Pending accounting rule changes for the consolidation 
of many types of off-balatKe-sheet vehicles represent a positive and needed improve- 
menr. It is important, before they are fully implemented, that careful consideration be 
given to how these rules are likely to impact efforts to restore the viability of securi- 
tized credit markets. 

Rating Agency Reforms 
Recommendation 14: 

Regulatory policies with regard to Nationally Recognized Securities .Rating Organizations 
(NRSROs) and the use of ratings should be revised, preferably on an intemationally coordi- 
nated basis, to achieve the following: 

a. Users of risk ratings, most importantly regulated users, should be encouraged to re- 
store or acquire the capacity for independent evaluations of the risk of credit products 
in which they are investing, 

b. Risk ratings issued by the KRSROs should be made more robust, to reflect the risk 
of potential valuation losses arising not just from default probabilities and loss in the 
event of default, but also from the full range of potential risk factors (including liquid- 
ity and price volatility). 

c. Regulators should encourage the development of payment models that improve the 
alignment of incentives among the providers of risk ratings and their clients and users, 
and permit users to hold NRSROs accountable for the quality of their work product. 

The Oversight of Credit Default Swaps (CDS) 
and Over-lhe-Counter (OTC) Markets 
Recommendation 15: 

a. Much-needed planned improvements to the infrastructure supporting the OTC deriva- 
tives markets should be further supported by legislation to establish a formal system 
of regulation and oversight of such markets. 
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b. Given the global nature of the market, it is. essential that there be a consistent regula- 
toiy framework on an inrernarionai scale, and national regulators should share infoi- 
niation and entci: into appropriate cooperative arrangements with authorities of other 
countries responsible for overseeing activities. 

A Resolution Mechanism for Financial Institutions 

teommendatlon 16 ; 

a. In countries where this is not already the ca^, a legal regime should be established to 
provide regulators with aurhorirj^ to require early warning, prompt corrective actions, 
and orderly closings of regulated banking organizations, and othei- s>'stemically signif- 
icant regulated financial institutions. In the United States, legislation should establish 

a process for managing the resolution of failed non-depository financial institutions 
(including non bank affiliates within a bank holding company structure) comparable 
to the process for depository institutions. 

b. The regime for non-depository financial institutions should apply only to those few 
organizations whose failure might reasonably be considered to pose a threat to the 
fiminciai syste.m and therefore subject to official regulation. 

c. A regulatory body having powers comparable to those available for the resolution 
of banking institutions should be empowered to act as a receiver or conservator of 
a failed non-depository organization and to place the m-ganization in liquidation or 
take action ro restore it to a sound and solvent condition. 

d. The special treatment accorded to various forms of financial contmers under current 
U.S. law should be examined in light of recent e.Kperience, with a view toward resolv- 
ing claims under these contracts in a manner least disruptive to the financial system. 

Improving Transparency of Structured Product Markets 
Recommendation 17: 

a. The disclosure and dissemination regime for asset-backed and other structured fixed- 
income financial products (including securities and other financial products) in the 
public and private .markets should be enhanced, 

b. The appropriate national regulator should, in conjunction -with mvestors, determine 
what !n.forn.Tation is materia! to investors in these products and should consider en- 
hancing e.Hisring rules or adopt new rules that ensure disclosure of that informarion, 
for both asser-backed and synthetic structured products, 

c. The appropriate narional regulator should condition transaaions in the private and 
wholesvilc markers on satisfaction of appropriate information disclosure standards. 
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Stiaring Market Activity and Valuation Infcrmatioii 
Recommendation 18 : 

Eiforts to restore investor confidence in the workings of these markets suggest a need to re- 
visit evaluations of the costs and benefits of infrastructure investments that would facilitate 
a much higher level of transparency around activity levels, traded prices, and related valua- 
tions. Part of the costs of such changes is the impact on firm-specific concerns regarding the 
private nature of their marker activity. These concerns, and direct invesianent costs, need to 
be weighed against the potential benefits of higher levels of market transparency. 
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Mr. Chairman and Members of the Committee: 

I am pleased to be here today to discuss our January 8, 2009, report that 
provides a framework for modernizing the outdated U.S. flnancial 
regulatory system.' We prepared this work under the authority of the 
Comptroller General to help policymakers weigh various regulatory 
reform proposals and consider ways in which the current regulatory 
system could be made more effective and efficient. My statement today is 
based on our report, which (1) describes how regulation has evolved in 
banking, securities, thrifts, credit unions, futures, insurance, secondary 
mortgage markets and other important areas; (2) describes several key 
changes in financial markets and products in recent decades that have 
highlighted significant limitations and gaps in the existing regulatory 
system; and (3) presents an evaluation framework that can be used by 
Congress and ofiters to shape potential regulatory reform efforts. On 
January 22, we released an update to our biennial High-Risk Series, which 
described high-risk areas in federal programs, including by focusing on the 
need for broad-based transformations to address m^or economy, 
efficiency, or effectiveness challenges. Based on recent economic events 
and our past work on financial regulatory reform, we added the need to 
modernize the outdated U.S. financial regulatory system as a new high-risk 
area this year.* 

To do this work, we synthesized existing GAO work and other studies and 
met with representatives of financial regulatory agencies, industry 
associations, consumer advocacy organizations, and others. The work 
upon which the report is based was conducted in accordance with 
generally accepted government auditing standards. Those standards 
require that we plan and perform the audit to obtain sufficient, appropriate 
evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives. We believe that the evidence obtained 
provides a reasonable basis for our findings and conclusions based on our 
audit objectives. This work was conducted between April 2008 and 
December 2008. 


‘GAO, Financial Regulation: A Framework for Crofting and Assessing Proposals to 
Modernize the Outdated U.S. Financial Regulatory System, GAO-09-216 (Washington, 
D.C.: Jan. 8, 2009). 

*GAO. High Risk Series: An UpdaU, GAO-09-271 (Washington, D.C.: Jan. 22, 2009). 
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Summary 


The report was enhanced by input from representatives of 29 agencies and 
other organizations, including federal and state financial regulatory 
agencies, consumer advocacy groups, and financial service industry trade 
associations, who reviewed and commented on a draft of the report prior 
to its release. A list of organizations that reviewed the draft report is 
included at the end of my statement In general, reviewers commented that 
the report represented an important and thorou^ review of the issues 
related to regulatory reform. 


The current U.S. financial regulatory system has relied on a fragmented 
and complex arrangement of federal and state regulators— put into place 
over the past 150 years— that has not kept pace with m^jor developments 
in financial markets and products in recent decades. Today, almost a 
dozen federal regulatory agencies, numerous self-regulatory organizations, 
and hundreds of state financial regulatory agencies share responsibility for 
overseeing the financial services industry. As the nation finds itself in the 
midst of one of the worst financial crises ever, it has become apparent that 
the regulatory system is ill-suited to meet the nation's needs in the 21st 
century. 

Several key changes in financial markets and products in recent decades 
have highlighted significant limitations and gaps in the existing regulatory 
system. 

• First, regulators have struggled, and often failed, to mitigate the 
systemic risks posed by large and interconnected financial 
conglomerates and to ensure they adequately manage their risks. 

• Second, regulators have had to address problems in financial markets 
resulting from the activities of large and sometimes less-regulated 
market participants— such as nonbank mortgage lenders, hedge funds, 
and cretf t rating agencies— some of which play significant roles in 
today's financial markets. 

• Third, the increasing prevalence of new and more complex investment 
products has challenged regulators and investors, and consumers have 
faced difficulty understanding new and increasingly complex retail 
mortgage and credit products. 

• Fourth, standard setters for accounting and financial regulators have 
faced growing challenges in ensuring that accounting and audit 
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standards s^propriately respond to financial market developments, and 
in addressing challenges arising from the global convergence of 
accounting and auditing standards. 

• Finally, as financial markets have become increasingly global, the 
current fragmented U.S. regulatory structure has complicated some 
efforts to coordinate internationally with other regulators.. 

These significant developments have outpaced a fi'agmented and outdated 
regulatory structure, and, as a result, significant reforms to the U.S. 
regulatory system are critically and urgently needed. The current system 
has significant weaknesses that, if not addressed, will continue to expose 
the nation’s financial system to serious risks. Our report offers a 
framework for crafting and evaluating regulatory reform proposals 
consisting of nine characteristics that should be reflected in any new 
regulatory ssfstem. By applying the elements of the framework, the relative 
strengths and weaknesses of any reform proposal should be better 
revealed, and policymakers should be able to focus on identifying trade- 
offs and balancing competing goals. Similarly, the framework could be 
used to craft proposals, or to identify aspects to be added to existing 
proposals to mtike them more effective and appropriate for addressing the 
limitations of the current system. 
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Table 1: Framework for Crafting and Evaluating Regulatory Reform Pr(^) 08 al 8 

Characteristic 

Oescfiption 

✓ 

Cleaity defined 
regulatoiy goals 

Goals should be clearfy articulated and relevant, so that regulators can effectively carry out their missions 

and be held accountaWe. Key issues indude considering the benefits of re-examining the goals of 
financial regdation to gain n^ed consensus and ma)^ explicit a set of updated comprehensive and 
cohesive goals that reflect today's environment. 

/ 

Appropriately 

compmriensive 

Financial regulations should cover all activities that pose risks or are ottierwise important to meeting 

regulatory goals and should ensure that approfKiate determinations are made abcMt how extensive such 
regulations should be, considering that some activities may require less regulation than others. Key 
issues indude identifying risk-based criteria, such as a product’s or institution's potential to create 
systemic problems, (or determining the appropriate level of oversight for financial activities and 
instihitions. Including closing gaps that contributed to the currait crisis. 

✓ 

Systemwide 

locus 

Mechanisms should be Included tor Idenllfying, monitodng, and managing risks to the financial system 

regardless of the source of the risk. Given that no regulator Is currently tasked vrith this, key issues 
include determining how to effectively monitor market developments to identify potential risks; the degree, 

11 any. to which regulatoiy Mervention might be required; and who should hold such responsibilities. 

/ 

Flexible and 
adaptable 

A regulatory system that Is flexible and lotwatd looking allows regulalots to readily adapt to market 

innovations and changes. Key issues include idenlitying and acting on emerging risks in a timely way 
vrithout hindering Innovalion. 

/ 

Effident and 
effective 

EllectivB and emdent oversight should be developed, including eliminaling overlapping federal regulatory 

missions where appropriate, and minimizing regulatory burden without sacrificing effective oversi^l. Any 
changes to the system should be conlinua)^ focused on improving the effectiveness ol the financial 
regulatory system. Key issues include deletmining opportunities lor consolidation given the large number 
ol overlapping pattidpanls now, iden^ng the appropriate role ol slates and sell-regulation, and ensuring 
a smooth transition to any new system. 

/ 

Consistent 
consumer and 
investor 
protection 

Consumer and investor protection should be included as part of the regulatory mission to ensure that 

market participants receive consistent, useful infomialior, as weB as 1^ protections lor similar financial 
products and services, including disclosures, sales practice standards, and suitability requirements. Key 
issues include determining what amount, it any, ci( consolidalion ol responsibility may be necessary to 
streamline consumer protection activities across the financial services inrkisliy. 

/ 

Regulators 
provided witti 
independence, 
prominefice, 
autfiority, and 
account^iiity 

Regiriatofs should have independence from inappropriate iiOuence, as well as prommence and authority 

to carry out and enforce statutory missions, and be clearly accountable tor meeting regulatory goals. With 
regulators with varying levels ol prominence and funding schemes now, key Issues include how to 
appropriately slniclure and fund agencies to ensure that each one's sinrclure sufficiently achieves these 
characteristics. 

/ 

Consislent 

fnancial 

oversight 

Similar institutions, products, risks, and services should be subject to consislenl regulation, oversight, and 

transparency, which should help minimize negative competitive outcomes while harmonizing oversight, 
bolh within the United Slates and internationally. Key Issues include idenlitying activilies that pose similar 
risks, and streamlining regulalory activities to achieve consislency. 

/ 

Minimal taxpayer 
exposure 

A regulalory system should foster financial markets that are resilient enough to absorb failures and 

IherSjy limit the need for federal intervention and limfi taxpayers' exposure to financial risk. Key issues 
include Identityirrg saleguards to prevent systemic crises and minimrzing moral hazard. 


Sount: (MX 


As the administration and Congress continue to take actions to address 
the immediate financial crisis, determining how to create a regulatory 
system that reflects new market realities is a key step to reducing the 
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likelihood that the United States will experience another financial crisis 
sunilar to the current one. 

Today’s Financial 
Regulatory System 

Was Built over the 
Course of More Than 
a Century, Largely in 
Response to Crises or 
Market Developments 

As a result of 150 years of changes in financial regulation in the United 
States, the regulatoiy system has become complex and hagmented. Today, 
responsibilities for overseeing the financial services industiy are shared 
among almost a dozen federal banking, securities, futures, and other 
regulatory agencies, numerous self-regulatory organizations, and hundreds 
of state financial regulatory agencies. In particular, five federal agencies— 
including the Federal Dqiosit Insurance Corporation, the Federal Reserve, 
the Office of the Comptroller of the Currency, the Office of Thrift 
Supervision, and the National Credit Union Administration— and multiple 
state agencies oversee depository institutions. Securities activities are 
overseen by the Securities and Exchange Commission and state 
government entities, as well as by private sector organizations performing 
self-regulatory functions. Futures trading is overseen by the Commodity 
Futures Trading Commission and also by industry self-regulatory 
organizations. Insurance activities are primarily regulated at the state level 
with little federal involvement. Other federal regulators also play 
important roles in the financial regulatory system, such as the Public 
Company Accounting Oversight Board, which oversees the activities of 
public accounting firms, and the Federal Trade Commission, which acts as 
the primary fedet^ agency responsible for enforcing compliance with 
federal consumer protection laws for financial institutions, such as finance 
companies, which are not overseen by another financial regulator. 

Much of this structure has developed as the result of statutory and 
regulatory changes that were often unplemented in response to financial 
crises or significant developments in the financial services sector. For 
example, the Federal Reserve System was created in 1913 in response to 
financial panics and instability around the turn of the century, and much of 
the remaining structure for bank and securities regulation was created as 
the result of the Great Depression turmoil of the 1920s and 1930s. Changes 
in the types of financial activities permitted for depository institutions and 
their affiliates have also shaped the financial regulatory system over time. 
For example, under the Glass-Steagall provisions of the Banking Act of 
1933, financial institutions were prohibited firom simultaneously offering 
commercial and investment banking services, but with the passage of the 
Gramm-Leach-Bliley Act of 1999 (GLBA), Congress permitted financial 
institutions to fully engage in both types of activities. 
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Changes in Financial 
Institutions and Their 
Products Have 
Significantly 
Challenged the U.S. 
Financial Regulatory 
System 


Several key developments in financial markets and products in the past 
few decades have significantly challenged the existing financial regulatoiy 
structure. (See fig. 1.) First, the last 30 years have seen waves of mergers 
among financial institutions within and across sectors, such that the 
United States, while still having large numbers of financial institutions, 
also has several very large globally active financial conglomerates that 
engage in a wide range of activities that have become increasingly 
interconnected. Regulators have struggled, and often failed, to mitigate the 
systemic risks posed by these conglomerates, and to ensure they 
ade<|uately manage their risks. The portion of firms that conduct activities 
across the financial sectors of banking, securities, and insurance increased 
significantly in recent years, but none of the regulators is tasked with 
assessing the risks posed across the entire financial system. 


A second dramatic development in U.S. financial markets in recent 
decades has been the increasingly critical roles played by less-regulated 
entities. In the past, consumers of financial products generally dealt with 
entities such as banks, broker-dealers, and insurance companies that were 
regulated by a federal or state regulator. However, in the last few decades, 
various entities— nonbank lenders, hedge ftmds, credit rating agencies, 
and special-purpose investment entities— that are not always subject to 
full regulation by such authorities have become important participants in 
our financial services markets. These imregulated or less regulated entities 
can sometimes provide substantial benefits by supplying information or 
allowing financial institutions to better meet demands of consumers, 
investors or shareholders, but pose challenges to regulators that do not 
fully or cannot oversee their activities. For example, significant 
participation in the subprime mortgage market by generally less-regulated 
nonbank lenders contributed to a drmnatic loosening in underwriting 
standards leading up to the current financial crisis. 

A third development that has revealed limitations in the current regulatory 
structure has been the proliferation of more complex financial products. 

In particular, the increasing prevalence of new and more complex 
investment products has challenged regulators and investors, and 
consumers have faced difficulty understanding new and increasingly 
complex retail mortgage and credit products. Regulators failed to 
adequately oversee the sale of mortgage products that posed risks to 
consumers and the stability of the financial system. 


Fourth, standard setters for accounting and financial regulators have faced 
growing challenges in ensuring that accounting and audit standards 
appropriately respond to financial market developments, and in 


Past 6 


GAOaS-SIST 


133 


addressing challenges arising from the global convergence of accounting 
and auditing standards. 

Finedly, with the increasingly global aspects of financial markets, the 
current fragmented U.S. regulatory structvu-e has compUcated some efforts 
to coordinate internationally with other regulators. For example, the 
current system has complicated the ability of financial regulators to 
convey a single U.S. position in international discussions, such the Basel 
Accords process for developing international capital standards, and ' 
international officials have also indicated that the lack of a single point of 
contact on, for example, insurance issues has complicated regulatory 
decision making. 
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Figure 1 : Key Developments end Resulting Challenges That Have Hindered the Effe^eness of the Financial Regulatory 

System 


Developments In financial markets and products 

Examples of how developments have challenged the regulatory system 
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A Framework for 
Crafting and 
Assessing Alternatives 
for Reforming the U.S. 
Financial Regulatory 
System 


As a result of significant mailcet developments in recent decades that have 
outpaced a fragmented and outdated regulatory structure, significant 
reforms to the U.S. regulatory system are critically and urgently needed. 
The current system has important weaknesses that, if not addressed, will 
continue to expose the nation's financial system to serious risks. As early 
as 1994, we identified the need to examine the federal financial regulatory 
structure, including the need to address the risks from new unregulated 
products’ Since then, we have described various options for Congress to 
consider, each of which provides potential improvements, as well as some 
risks and potential costs' Our report offers a framework for crafting and 
evaluating regulatory reform proposals; it consists of the following nine 
characteristics that should be reflected in any new regulatory system. By 
applying the elements of this fiamework, the relative strengths and 
weaknesses of any reform proposal should be better revealed, and 
policymakers should be able to focus on identifying trade-offs and 
balancing competing goals Similariy, the framework could be used to 
craft proposals, or to identify aspects to be added to existing proposals to 
make them more effective and appropriate for addressing the limitations 
of the current system. 


1. Clearly darted regulatory goals. A regulatory system should 
have goals that are clearly articulated and relevant, so that 
regnlators can effectively conduct activities to implement their 
missions. 


A critical first step to modernizing the regulatory system and enhancing its 
ability to meet the challenges of a dynamic financial services industry is to 
clearly define regulatory goals and objectives. In the background of our 
report, we identffied four broad goals of financial regulation that 
regulators have generally sou^t to achieve. These include ensuring 
ad^uate consumer protections, ensuring the integrity and fairness of 
markets, monitoring the safety and soundness of institutions, and acting to 
ensure the stability of the overall financial system. However, these goals 
are not always explicitly set in the federal statutes and regulations that 
govern these regulators. Having specific goals clearly articulated in 


'GAO, FiMSciitl Derimlim: AelUm Nmted lo Protect the Fmaacial Sysum, 
GACVGGOtM-lSS (Washington. D.C: May 18, 19M). 

'GAO, fiiMndol Peyolatitm: tmtostn/ Ckanges Prompt Seed to Recoiaider US 
Regutatory Strveturt, GAOdS-Gl (Washington, D.Cj CicL 6, 2004); and Financial 
A^aJdlioa' /nduslry TVends CMimu lo Choilmge lAo fWlcnU A^guloloiy Sinutiitv, 
GACmSi (Washington, D.C: Oa 12, 2007). 
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legislation could serve to better focus regulators on achieving their 
missions with greater certainty and purpose, and provide continuity over 
time. 

Given some of the key changes in financial markets discussed in our 
report — ^particularly the increased interconnectedness of institutions, the 
increased complexity of products, and the increasingly global nature of 
financial markets — Congress should consider the benefits that may result 
from re-examining the gotils of financial regulation and making explicit a 
set of comprehensive and cohesive goals that reflect today’s environment. 
For example, it may be beneficial to have a clearer focus on ensuring that 
products are not sold with unsuitable, unfair, deceptive, or abusive 
features; that systemic risks and the stability of the overall financial 
system are specifically addressed; or that U.S. firms are competitive in a 
global enviroiunent. This may be especially important given the history of 
financitd regulation and the ad hoc approach through which the existing 
goals have been established. 

We found varying views about the goals of regulation and how they should 
be prioritized. For example, representatives of some regulatory agencies 
and industry groups emphasized the importance of creating a competitive 
financial system, whereas members of one consumer advocacy group 
noted that reforms should focus on improving regulatory effectiveness 
rather than addressing concerns about market competitiveness. In 
addition, as the Federal Reserve notes, financial regulatory goals often will 
prove interdependent and at other times may conflict. 

Revisiting the goals of financial regulation would also help ensure that all 
involved entities — legislators, regulators, institutions, and consumers — are 
able to work jointly to meet the intended goals of financial regulation. 

Such goals and objectives could help establish agency priorities and define 
responsibility and accountability for identifying risks, including those that 
cross markets and industries. Policymakers should also carefully define 
jurisdictional lines and weigh the advantages and disadvantages of having 
overlapping authorities. While ensuring that the primary goals of financial 
regulation — including system soundness, market integrity, and consumer 
protection — are better articulated for regulators, policymakers will also 
have to ensure that regulation is balanced with other national goals, 
including facilitating capital raising, innovation, and other benefits that 
foster long-term growth, stability, and welfare of the United States. 

Once these goals are agreed upon, policymakers will need to determine 
the extent to which goals need to be clarified and specified through rules 
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and requirements, or whether to avoid such specificity and provide 
regulators with greater flexibility in interpreting such goals. Some reform 
proposals suggest “principles-based regulation” in which regulators apply 
broad-based regulatory principles on a case-by-case basis. Such an 
approach offers the potential advantage of allowing regulators to better 
adapt to changing market developments. Proponents also note that such 
an approach would prevent institutions in a more rules-based system from 
complying with the exact letter of the law while still engaging in unsound 
or otherwise undesirable financial activities. However, such em approach 
has potential limitations. Opponents note that regulators may face 
challenges to implement such a subjective set of principles. A lack of clear 
rules about activities could lead to litigation if financial institutions and 
consumers alike disagree with how regulators interpreted goals. 
Opponents of principles-based regulation note that industry participants 
who support such an approach have also in many cases advocated for 
bright-line standards and increased clarity in regtilation, which may be 
counter to a principles-based system. The most effective approach may 
involve both a set of broad underlying principles and some clear technical 
rules prohibiting specific activities that have been identified as 
problematic. 

Key issues to be addressed: 

• Clarify and update the goals of financial regulation and provide 
sufficient mformation on how potentially corrflicting goals might be 
prioritized. 

• Determine the rqjpropriate balance of broaul principles and specific 
rules that will result in the most effective and flexible 
implementation of regulatory goals. 

2. Appropriately comprehensive. A regulatory system should 

ensure that financial institutions and activities are regulated in 
a way that ensures regulatory goals are fully met. As such, 
activities that pose risks to consumer protection, financial 
stability, or other goals should be comprehensively regulated, 
while recognizing that not aU activities will require the same 
level of regulation. 

A financial regulatory system should effectively meet the goals of fintmcial 
regulation, as Eirticulated as part of this process, in a way that is 
tqjpropriately comprehensive. In doing so, policymakers may want to 
consider how to ensure that both the breadth and depth of regulation are 
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appropriate and adequate. That is, policymakers and regulators should 
consider how to make determinations about which activities and products, 
both new and existing, require some aspect of regulatory involvement to 
meet regulatory goals, and then make determinations about how extensive 
such regulation should be. As we noted in our report, gaps in the current 
level of federal oversight of mortgage lenders, credit rating agencies, and 
certain complex financial products such as CDOs 2md credit default swaps 
likely have contributed to the current crisis. Congress and regulators may 
also want to revisit the extent of regulation for entities such as banks that 
have traditionally fallen within full federal oversight but for which existing 
regulatory efforts, such as oversight related to risk management and 
lending stand2irds, have been proven in some cases inadequate by recent 
events. However, overly restrictive regulation can stifle the financial 
sectors’ ability to innovate and stimulate capital formation and economic 
growth. Regulators have struggled to balance these competing objectives, 
and the current crisis appears to reveal that the proper balance was not in 
place in the regulatory system to date. 

Key Lssues to be addressed: 

• Identify risk-based criteria, such as a product’s or institution’s 
potentiail to harm consiuners or create systemic problems, for 
determining the appropriate level of oversight for financial activities 
and institutions. 

• Identify ways that regulation can provide protection but avoid 
hampering innovation, capital formation, and economic growth. 

3. Systemwide focus. A regulatory system should include a 

mechanism for identifying, monitoring, and managing risks to 
the fimancial system regardless of the source of the risk or the 
institutions in which it is created. 

A regulatory system should focus on risks to the financial system, not just 
institutions. As noted in our report, with multiple regulators primarily 
responsible for individual institutions or markets, none of the financial 
regulators is tasked with assessing the risks posed across the entire 
financial system by a few institutions or by the collective activities of the 
industry. 'The collective activities of a number of entities — including 
mortgage brokers, real estate professionals, lenders, borrowers, securities 
underwriters, investors, rating agencies and others — ^likely all contributed 
to the recent market crisis, but no one regulator had the necessary scope 
of oversight to identify the risks to the broader financial system. Similarly, 
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once firms began to fail and the full extent of the financial crisis began to 
become clear, no formal mechanism existed to monitor market trends and 
potentially stop or help mitigate the fallout from these events. 

Having a single entity responsible for assessing threats to the overall 
financial system could prevent some of the crises that we have seen in the 
past. For example, in its Blueprint for a Modernized Financial 
Regulatory Structure, Treasury proposed expanding the responsibilities of 
the Federal Reserve to create a “market stability regulator” that would 
have broad authority to gather and disclose appropriate information, 
collaborate wfith other regulators on rulemaking, and take corrective 
action as necessary in the interest of overall financial market stability. 

Such a regulator could assess the systemic risks that arise at financial 
institutions, within specific financial sectors, across the nation, and 
globally. However, policymakers should consider that a potential 
disadvantage of providing the agency with such broad responsibility for 
overseeing nonbank entities could be that it may imply an official 
government support or endorsement, such as a government guarantee, of 
such activities, and thus encourage greater risk taking by these financial 
institutions and investors. 

Regardless of whether a new regulator is created, all regulators under a 
new system should consider how their activities could better identify and 
address systemic risks posed by their institutions. As the Federal Reserve 
Chairman has noted, regulation and supervision of financial institutions is 
a critical tool for limiting systemic risk. This will require broadening the 
focus from individutil safety and soundness of institutions to a systemwide 
oversight approach that includes potential systemic risks and weaknesses. 

A systemwide focus should also increase attention on how the incentives 
and constraints created by regulations affects risk taking throughout the 
business cycle, and what actions regulators can take to anticipate and 
mitigate such risks. However, as the Federal Reserve Chairmtui has noted, 
the more comprehensive the approach, the more technically demanding 
and costly it would be for regulators and affected institutions. 

Key issues to be addressed: 

• Identify approaches to broaden the focus of individual regulators or 
establish new regulatory mechanisms for identifying and acting on 
systemic risks. 
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• Determine what additional authorities a regulator or regulators 
should have to monitor amd act to reduce systemic risks. 

4. Flexible and adaptable. A regulatory system should be 

adaptable and forward-looking such that regulators can readily 
adapt to market innovations and changes and include a 
mechanism for evaluating potential new risks to the system. 

A regulatory system should be designed such that regulators can readily 
adapt to market innovations and changes and include a formal mechanism 
for evaluating the full potential range of risks of new products and 
services to the system, market participants, and customers. An effective 
system could include a mechanism for monitoring market developments — 
such as broad market changes that introduce systemic risk, or new 
products and services that may pose more confined risks to particular 
market segments — ^to determine the degree, if any, to which regulatory 
intervention might be required. The rise of a veiy large market for credit 
derivatives, while providing benefits to users, also created exposures that 
warranted actions by regulators to rescue large individual participants in 
this market. While efforts are under way to create risk-reducing clearing 
mechanisms for this market, a more adaptable and responsive regulatory 
system might have recognized this need earlier and addressed it sooner. 
Some industry representatives have suggested that principles-based 
regulation would provide such a mechanism. Designing a system to be 
flexible and proactive also involves determining whether Congress, 
regulators, or both should make such determinations, and how such an 
approach should be clarified in laws or regulations. 

Important questions also exist about the extent to which financial 
regulators should actively monitor and, where necessary, approve new 
financial products and services as they are developed to ensure the least 
harm from insqrpropriate products. Some individuals commenting on this 
framework, including industry representatives, noted that limiting 
government intervention in new financial activities until it has become 
clear that a particular activity or market poses a significant risk and 
therefore warrants intervention may be more appropriate. As with other 
key policy questions, this may be answered with a combination of both 
sqrproaches, recognizing that a product approval aqrproach may be 
appropriate for some irmovations with greater potential risk, while other 
activities may warrant a more reactive approach. 
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Key Lssues to be addressed: 

• Determine how to effectively monitor market developments to 
identify potential risks; the degree, if any, to which regulatory 
intervention might be required; and who should hold such a 
responsibility- 

• Consider how to strike the right balance between overseeing new 
products as they come onto the market to take action as needed to 
protect consumers and investors, without unnecessarily hindering 
iimovation. 

5. Efficient and elective. A regulatory system should provide 
efficient oversight of financial services by eliminating 
overlapping federal regulatory missions, where appropriate, 
and minimizing regulatory burden while effectively achieving 
the goals of regulation. 

A regulatory system should provide for the efficient and effective oversight 
of financial services. Accomplishing this in a regulatory system involves 
many considerations. First, an efficient regulatory system is designed to 
accomplish its regulatory goals using the least amount of public resources. 
In this sense, policymakers must consider the number, organization, and 
responsibilities of each agency, and eliminate undesirable overlap in 
agency activities and responsibilities. Determining what is undesirable 
overlap is a difficult decision in itself. Under the current U.S. system, 
financial institutions often have several options for how to operate their 
business and who will be their regulator. For example, a new or existing 
depository institution can choose among several charter options. Having 
multiple regulators performing similar ftmctiorw does allow for these 
agencies to potentially develop alternative or irmovative approaches to 
regulation separately, with the jqjproach working best becoming known 
over time. Such proven approaches can then be adopted by the other 
agencies. On the other hand, this could lead to regulatory arbitrage, in 
which institutions take advantage of variations in how agencies implement 
regulatory responsibilities in order to be subject to less scrutiny. Both 
situations have occurred under our current structure. 

With that said, recent events clearly have shown that the fragmented U.S. 
regulatory structure contributed to failures by the existing regulators to 
adequately protect consumers and ensure financial stability. As we note in 
our report, efforts by regulators to respond to the increased risks 
associated with new mortgage products were sometimes slowed in part 
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because of the need for five federal regulators to coordinate their 
response. The Chairman of the Federal Reserve has similarly noted that 
the different regulaitory and supervisory regimes for lending institutions 
£ind mortgage brokers made monitoring such institutions difficult for both 
regulators and investors. Similzu-ly, we noted in our report that the current 
fragmented U.S. regulatory structure has complicated some efforts to 
coordinate internationally with other regulators. 

One first step to addressing such problems is to seriously consider the 
need to consolidate depository institution oversight among fewer 
agencies. Since 1996, we have been recommending that the number of 
federal agencies with primary responsibilities for bwk oversight be 
reduced.* Such a move would result in a system that was more efficient 
and improve consistency in regulation, another important characteristic of 
an effective regvdatory system. In addition. Congress could consider the 
advantages and disadvantages of providing a feder 2 il charter option for 
insurance and creating a federal insurance regulatory entity. We have not 
studied the issue of an optional federal charter for insurers, but have 
through the years noted difficulties with efforts to harmonize insurance 
regulation across states through the NAIC-based structure. The 
establishment of a federal insurance charter and regulator could help 
alleviate some of these challenges, but such an approach could jilso have 
unintended consequences for state regulatory bodies and for insurance 
firms as well. 

Also, given the challenges associated with increasingly complex 
investment and retail products as discussed earlier, policymakers will 
need to consider how best to align agency responsibilities to better ensure 
that consumers and investors are provided with clear, concise, and 
effective disclosures for all products. 

Organizing agencies around regulatory goals as opposed to the existing 
sector-based regulation may be one way to improve the effectiveness of 
the system, especially given some of the market developments discussed 
eairlier. Whatever the approach, policymakers should seek to minimize 
conflict in regulatory goals across regulators, or provide for efficient 
mecharusms to coordinate in cases where goals inevitably overlap. For 
example, in some cases, the safety and soundness of an individual 


*See GAO, Bank Oversight: Fundamental Principles for Modernizing the U.S. Structure, 
GAO/T-GGD-96-117 (Washington, D.C.: May 2. 1996). 
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institution may have implications for systemic risk, or addressing an unfair 
or deceptive act or practice at a financial institution may have implications 
on the institution’s safety and soimdness by increasing reputational risk. If 
a regulatory system assigns these goals to different regulators, it will be 
important to establish mechanisms for them to coordinate. 

Proposals to consolidate regulatory agencies for the purpose of promoting 
efficiency should also take into account any potential trade-offs related to 
effectiveness. For example, to the extent that policymakers see value in 
the ability of financial institutions to choose their regulator, consolidating 
certain agencies may reduce such benefits. Similarly, some individuals 
have commented that the cxirrent system of multiple regulators has led to 
the development of expertise among agency staff in particular areas of 
financial market activities that might be threatened if the system were to 
be consolidated. Finally, policymakers may want to ensure that any 
transition from the current financial system to a new structure should 
minimize as best as possible any disruption to the operation of financial 
markets or risks to ffie government, especially given the current 
challenges faced in today’s markets and broader economy. 

A financial system should also be efficient by minimizing the burden on 
regulated entities to the extent possible while still achieving regulatory 
goals. Under our current system, many finsincial institutions, and 
especially large institutions that offer services that cross sectors, are 
subject to supervision by multiple regulators. While steps toward 
consolidated supervision and designating primary supervisors have helped 
alleviate some of the burden, industry representatives note that many 
institutions face sigruficant costs as a result of the existing financial 
regulatory system that could be lessened. Such costs, imposed in rm effort 
to meet certain regulatory goals such as safety and soundness and 
consumer protection, can run counter to other goals of a financial system 
by stifling irmovation and competitiveness. In addressing this concern, it is 
also important to consider the potential benefits that might result in some 
cases from having multiple regulators overseeing an institution. For 
example, representatives of state banking and other institution regulators, 
and consumer advocacy orgaruzations, note that conciurent jurisdiction — 
between two federal regulators or a federal and state regulator — can 
provide needed checks and balances against individual financial regulators 
who have not always reacted appropriately and in a timely way to address 
problems at institutions. They also note that states may move more quickly 
and more flexibly to respond to activities causing harm to consumers. 
Some types of concurrent jurisdiction, such as enforcement authority, may 
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be less burdensome to institutions than others, such as ongoing 
supervision and examination. 

Key Issues to be addressed : 

• Consider the appropriate role of the states in a financial regulatory 
system and how federal and state roles can be better harmonized. 

• Determine and evaluate the advantages and disadvantages of having 
multiple regulators, including nongovernmental entitles such as 
SROs, share responsibilities for regulatory oversight. 

• Identify ways that the U.S. regulatory system can be made more 
efficient, either through consolidating agencies with similar roles or 
through minimizing unnecessary regulatory burden. 

• Consider carefully how any changes to the financial regulatory 
system may negatively impact financial market operations and the 
broader economy, and take steps to nunimize such consequences. 


6. Consistent consumer and investor protection. A regulatory 
system should Include consumer and investor protection as part 
of the regulatory mission to ensure that market participants 
receive consistent, useful information, as well as legal 
protections for similar financial products and services, 
including disclosures, sales practice standards, and suitability 
requirements. 

A regulatory system should be designed to provide high^juality, effective, 
emd consistent protection for consumers and investors in similar 
situations. In doing so, it is important to recognize important distinctions 
between retail consumers and more sophisticated consumers such as 
institutional investors, where appropriate considering the context of the 
situation. Different disclosiures and regulatory protections may be 
necessary for these different groups. Consumer protection should be 
viewed firom the perspective of the consumer rather than through the 
various and sometimes divergent perspectives of the multitude of federal 
regulators that currently have responsibilities in this area 

As discussed in our report, many consumers that received loans in the last 
few years did not imderstand the risks associated with taking out their 
loans, especially in the event that housing prices would not continue to 
increase at the rate they had in recent years. In addition, increasing 
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evidence exists that ntany Americans are lacking in financial literacy, and 
the expansion of new and more complex products will continue to create 
challenges in this aretu Furthermore, regtilators with existing authority to 
better protect consumers did not always exercise that authority 
effectively. In considering a new regulatory system, policymtikers should 
consider the significant lapses in our regulatory system’s focus on 
consumer protection and ensure that such a focus is prioritized in any 
reform efforts. For example, policymakers should identify ways to 
improve upon the existing, largely fragmented, system of regulators that 
must coordinate to act in these areas. This should include serious 
consideration of whether to consolidate regulatory responsibilities to 
streamline and improve the effectiveness of consumer protection efforts. 
Another way that some market observers have argued that consumer 
protections could be enhanced and harmonized across products is to 
extend suitability requirements — which require securities brokers making 
recommendations to customers to have reasonable grounds for believing 
that the recommendation is suitable for the customer — to mortgage and 
other products. Additional consideration could also be given to 
determining whether certain products are simply too complex to be well 
understood and make judgments about limiting or curtailing their use. 

Key issues to be addressed: 

• Consider how prominent the regulatory goal of consumer 
protection should be in the U.S. financial regulatory system. 

• Determine what amount, if any, of consolidation of responsibility 
may be necessary to enhance and harmonize consumer protections, 
including suitability requirements and disclosures across the 
financial services industry. 

• Consider what distinctions are necessary between retail and 
wholesale products, and how such distinctions should affect how 
they are regulated. 

• Identify opportunities to protect and empower consumers through 
improving their financial literacy. 

7. Regulators provided with independence, prominence, 

authority, and accountability. A regulatory system should 
ensure that regulators have independence from Inappropriate 
influence; have sufficient resources, clout, and authority to 
carry out and enforce statutory missions; and are clearly 
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accountable for meeting regulatory goals. 

A regulatory system should ensure that any entity responsible for financial 
regulation is independent from inappropriate influence; has adequate 
prominence, authority, and resources to carry out and enforce its statutory 
mission; and is clearly accountable for meeting regulatory goals. With 
respect to independence, policymakers may want to consider advantages 
and disadvantages of different approaches to funding agencies, especially 
to the extent that agencies might face difficulty remaining independent if 
they are funded by the institutions they regulate. Under the ciurent 
structure, for example, the Federal Reserve primarily is funded by income 
earned from U.S. government securities that it has acquired through open 
market operations and does not assess charges to the institutions it 
oversees. In contrast, OCC and OTS are funded primarily by assessments 
on the firms they supervise. Decision makers should consider whether 
some of these various funding mechanisms are more likely to ensure that a 
regulator will take action against its regulated institutions without regard 
to the potential impact on its own fimding. 

With respect to prominence, each regulator must receive appropriate 
attention and support from top government officials. Inadequate 
prominence in government may make it difficult for a regulator to raise 
safety and soundness or other concerns to Congress and the 
administration in a timely manner. Mere knowledge of a deteriorating 
situation would be insufficient if a regulator were unable to persuade 
Congress and the administration to take timely corrective action. This 
problem would be exacerbated if a regulated institution had more political 
clout and prominence than its regulator because the institution could 
potentially block action from being taken. 

In considering authority, agencies must have the necessary enforcement 
and other tools to effectively implement their missions to achieve 
regulatory goals. For example, in a 2007 report we expressed concerns 
over the sqjpropriateness of having OTS oversee diverse global financial 
firms given the size of the agency relative to the institutions for which it 
was responsible.* It is important for a regulatory system to ensure that 
agencies are provided with adequate resources and expertise to conduct 


‘GAO, Financial Market Regulation: Agencies Engaged in Consolidated Supervision Can 
Strengthen Petformance Measurement and Collaboration, GAOt)7-154 (Washington, D.C.: 
Mar. 16, 2007). 
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their work effectively. A regulatory system should also include adequate 
checks and balances to ensure the appropriate use of sigency authorities. 
With respect to accountability, policymakers may also want to consider 
different governance structures at agencies — the current system includes a 
combination of agency heads and independent botu'ds or commissions — 
and how to ensure that agencies are recognized for successes and held 
accountable for failures to act in accordance with regulatory goals. 

Key issues to be addressed: 

• Determine how to structure and fund agencies to ensure each has 
adequate independence, prominence, tools, authority and 
accountability. 

• Consider how to provide an appropriate level of authority to an 
agency while ensuring that it appropriately implements its mission 
without abusing its authority. 

• Ensure that the regulatory system includes effective mechanisms 
for holding regulators accountable. 

8. Consistent financial oversight. A regulatory system should 
ensure that similar institutions, products, risks, and services 
are subject to consistent regulation, oversight, and 
transparency, which should help minimize negative competitive 
outcomes while harmonizing oversight, both within the United 
States and internationally. 

A regulatory system should ensure that similar institutions, products, and 
services posing similar risks are subject to consistent regulation, 
oversight, and transparency. Identifying which institutions and which of 
their products and services pose similar risks is not easy and involves a 
number of important considerations. Two institutions that look very 
similar may in fact pose very different risks to the financial system, and 
therefore may call for significantly different regulatory treatment. 

However, activities that are done by different types of financial institutions 
that pose similar risks to their institutions or the financial system should 
be regulated similarly to prevent competitive disadvantages between 
institutions. 

Streamlining the regulation of similar products across sectors could also 
help prepare the United States for challenges that may result from 
increased globalization and potential harmonization in regulatory 
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standards. Such efforts are under way in other jurisdictions. For example, 
at a November 2008 summit in the United States, the Group of 20 countries 
pledged to strengthen their regulatory regimes and ensure that all financial 
markets, products, and participants are consistently regulated or subject 
to oversight, as appropriate to their circumstances. Similarly, a working 
group in the European Union is slated by the spring of 2009 to propose 
ways to strengthen European supervisory arrangements, including 
addressing how their supervisors should cooperate with other major 
jurisdictions to help safeguard financial stability globally. Promoting 
consistency in regulation of similar products should be done in a way that 
does not sacrifice the quality of regulatory oversight. 

As we noted in a 2004 report, different regulatory treatment of bank and 
financial holding companies, consolidated supervised entities, tuid other 
holding companies may not provide a basis for consistent oversight of 
their consolidated risk management strategies, guarantee competitive 
neutrality, or contribute to better oversight of systemic risk.' Recent 
events further underscore the limitations brou^t about when there is a 
lack of consistency in oversight of large financial institutions. As such. 
Congress and regulators will need to seriously consider how best to 
consolidate responsibilities for oversight of large financial conglomerates 
as part of any reform effort. 

Key issues to be addressed: 

• Identify institutions and products and services that pose similar 
risks. 

• Determine the level of consolidation necessary to streamline 
financial regulation activities across the financial services industry. 

• Consider the extent to which activities need to be coordinated 
internationally. 


9. Minimal taxpayer exposure. A regulatory system should have 
adequate safeguards that allow financial institution failures to 
occur while limiting taxpayers’ exposure to financial risk. 


'GAO-05^31. 
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A regulatory system should have adequate safeguards that allow financial 
institution failures to occiu: while limiting taxpayers’ exposure to financial 
risk. Policymakers should consider identifying the best safeguards and 
assigiunent of responsibilities for responding to situations where 
taxpayers face significant exposures, and should consider providing clear 
guidelines when regulatory intervention is appropriate. While an ideal 
system wordd allow firms to ftdl without negatively affecting other firms — 
and therefore avoid any moral hazard that may result — policymakers and 
regulators must consider the realities of today’s financial system. In some 
cases, the immediate use of public funds to prevent the failure of a 
critically important financial institution may be a worthwhile use of such 
funds if it ultimately serves to prevent a systemic crisis that would result 
in much greater use of public funds in the long run. However, an effective 
regulatory system that incorporates the characteristics noted previously, 
especially by ensuring a systemwide focus, should be better equipped to 
identify and mitigate problems before it become necessary to make 
decisions about whether to let a financial institution fail. 

An effective financial regulatory system should also strive to itunimize 
systemic risks resulting from interrelationships between firms and 
limitations in market infrastructures that prevent the orderly unwinding of 
firms that fail. Another important consideration in minimizing taxpayer 
exposure is to ensure that financial institutions provided with a 
government guarantee that could result in taxpayer exposure are also 
subject to cm appropriate level of regulatory oversight to fulfill their 
responsibilities. 

Key issues to be addressed: 

• Identify safeguards that are most appropriate to prevent systemic 
crises while minimizing moral hazard. 

• Consider how a financial system can most effectively minimize 
taxpayer exposure to losses related to financial instability. 

Finally, although significant changes may be required to modernize the 
U.S. financial regulatory system, policymakers should consider carefully 
how best to implement the changes in such a way that the transition to a 
new structure does not hamper the functioning of the financial markets, 
individual financial institutions’ ability to conduct their activities, and 
consumers’ ability to access needed services. For example, if the changes 
require regulators or institutions to make systems changes, file 
registrations, or other activities that could require extensive time to 
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complete, the changes could be implemented in phases with specific target 
dates around which the affected entities could fonnulate plans. In 
addition, our past work has identified cettain critical factors that should 
be addressed to ensure that any large-scale transitions among government 
agencies are implemented successfully.’ Although all of these factors are 
likely important for a successful transformation for the financial 
regulatory system. Congress and existing agencies should pay particular 
attention to ensuring there ate effective communication strategies so that 
all affected parties, including investors and consumers, clearly understand 
any changes being implemented. In addition, attention should be paid to 
developing a sound human coital strategy to ensure that any new or 
consolidated agencies are able to retain and attract additional quality staff 
during the transition period Finally, policymakers should consider how 
best to retain and utilize the existing skills and knowledge base within 
agencies subject to changes as part of a transitioa 


Mr, Chairman and Members of the Committee, I appreciate the 
opportunity to discuss these critically important issues and would be 
happy to answer any questions that you may have. Thank you. 


Contacts 


For further information on this testimony, please contact Orice M. 
Williams at (202) 512-8678 or williamso@gao.gov, or Richard J. Hillman at 
(202) 512-8678 or hiIltnanr@gao.gov. 


“See GAO, Homtlmd StcurUy: CriUcal Dtsign mi IntplmaUiUm Isaits, GAOtJ2-957r 
(Washington. D.C: July 17, 2002). 
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Appendix I: Agencies and Other 
Organizations That Reviewed the Draft 
Report 
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Securities and Exchange Commission 

Securities Industry and Financial Markets Association 

U.S. PIRG 


Page 25 


6AO^)9449T 


152 


Related GAO Products 


High-Risk Series: An Update. GACM)9-271. Washington, D.C.: January 22, 
2009. 

Financial Regulation: A Framework for Crajlit^ and Assessing 
Proposals to Modernize the Outdated U.S. Financial Regulatory System. 
GACW)9-216. Washington, D.C.: January 8, 2009. 

Troubled Asset Rdigf Program: Additional Actions Heeded to Better 
Ensure Integrity, Accountability, and TVansparency. GAO-09-161. 
Washington, D.C.: December 2, 2008. 

Hedge Funds: Regulators and Market Participants Are Taking Steps to 
Strengthen Market Discipline, but Continued Attention Is Needed. 
GACM)8*200. Washington, D.C.: January 24, 2008. 

Information on Recent D^aull and Foreclosure Trends for Home 
Mortgages and Associaied Economic and Market Devdopments. 
GAa08-78R Washington, D.C.; October 16, 2007. 

Financial Regulation: Industry Trends Continue to Challenge the 
Federal Regulatory Structure. GAO-08-32. Washington, D.C.: October 12, 
2007. 

Financial Market Regulation: Agencies Engaged in Consolidated 
Supervision Can Strengthen Performance Measurement and 
Collaboration. GAO-07-164. Washington, D.C.: March 15, 2007. 

Alternative Mortgage Products: Impact on D^aults Remains Unclear, 
but Disclosure of Risks to Borrowers Could Be Improved. GAO-06-1021. 
Washington, D.C.: September 19, 2006. 

Credit Cards: Increased Complexity in Rates and Fees Heightens Need 
for More Effective Disclosures to Consumers. GAO-06^9. Washington, 
D.C.: September 12, 2006. 

Financial Regulation: Industry Changes Prompt Need to Reconsider U.S. 
Regulatory Structure. GA04)5^1. Washington, D.C.: October 6, 2004. 

Consumer Protection: Federal arut State Agencies Face Challenges in 
Combating Predatory Lending. GAO-04-280. Washington, D.C.: January 
30,2004. 


Pa«« 26 


GAO<06>a49T 


153 


Long-Tem Capital Management: Regulators Need to Focus Greater 
Attention on Systemic Risk. GA(yGGD-0(W. Washington, D.C.: October 
29,1999. 

Bank Oversight: Fundamental Principles for Modernizing the US. 
Structure. GAO/T-GGD-96-117. Washington, D.C.: May 2, 1996. 

Financial Derivatives: Actions Needed to Protect the Financial System. 
GAO/GGD-94-133. Washington, D.C.; May 18, 1994. 


(mu3) 


rtitzi 


GA0.09449T 


154 


GAO’s Mission 

The Govenunent Accountability OfBce, the audit, evaluation, and 
investigative arm of Congress, eidsts to support Congress in meeting its 
constitutional re^nsibilities and to help improve the performance and 
accountability of the federal government for the American people. GAO 
examines the use of pubbc funds; evaluates federal programs and policies; 
and provides analyses, recommendabons, and other assistance to help 
Congress make informed oversight, pobcy, and fimding decisions. GAO’s 
commitment to good government is reflected in its core values of 
accountability, integrity, and reiiabiUty. 

Obtaining Copies of 
GAO Reports and 
Testimony 

The fastest and easiest way to obtain copies of GAO documents at no cost 
is through GAO’s Web site (www.gao.gov). Each weekday afternoon, GAO 
posts on its Web site newly releas^ reports, testimony, and 
correspondence. To have GAO ^mail you a list of newly posted products, 
go to wmv.gao.gov and select "E-mail Updates." 

Order by Phone 

’Ibe price of each GAO publication reflects GAO’s actual cost of 
production and distribution and depends on the number of pages in the 
publication and whether the publication is printed in color or black and 
white. Pricing and ordering information is posted on GAO’s Web site, 
http://www.gao.gov/otdeting.htm. 

Place orders by calling (202) 512-fl(100, toll free (866) 801-7077, or 

TDD (202) 512-2537. 

Orders may be paid for using American Etqtress, Discover Card, 

MasterCard, Visa, check, or money order. Call for additional information. 

To Report Fraud, 
Waste, and Abuse in 
Federal Programs 

Contact 

Web site: www.gao.gov/fraudnet/fraudnethtm 

E-mail: fraudnet@gao.gov 

Automated answering system: (800) 424-5454 or (202) 512-7470 

Congressional 

Relations 

Rab)h Dawn, Managing Director, dawnt@gao.gov, (202) 512-4400 

U.S. Government Accountability OfBce, 441 G Street NW, Room 7125 
Washington, DC 20548 

Public Affairs 

Chuck Young, Managing Director, youngcl@gao.gov, (202) 512-4800 

U.S. Government Accountability Office, 441 G Street IW, Room 7149 
Washington, DC 20548 


155 


GAO 


United States Government Accountability Office 

Report to Congressional Addressees 


FINANCIAL 

REGULATION 

A Framework for 
Crafting and Assessing 
Proposals to 
Modernize the 
Outdated U.S. 
Financial Regulatory 
System 


GAO 

* integrity * Reliability 


GAO-09-216 




156 


G ^ A 0^ 

HighiiglMte 

Highlights of GAO-09-21 6, a report to 
congressfonat addressees : 


Why GAO Did This Study 

The Unitetl States tmd other 
couiiU ies are in the midst of the 
, worst financial crisis in more than 
'75 years. While much oflhe 
attention of policymakers 
understandably has been focused 
on taking shoit-tenn steps to 
address the immediate nature of 
the crisis, these events have served 
to strildngly deroonstoate thatthe 
current U.S. financial regulatory . 
System is in need of significant 
refonn. a 

To help policymakers better 
uncterstand existing problems with 
the financial regulatory system and 
craft and evaluate refoim: , 
proposals, this report (1) describes 
the origins of the cuiTent financial 
rc^latifty sjstem, (2) describes 
various market: developments and 
changes that have created 
challenges for the current system, 
and (3) presents an evaluation 
framework that can be used by 
Congress imd others to shape 
potential regulatory rotonn efforts. 
To do this vwk. iGAO synthesned 
; e4stin^ 

'Studies and met with dozens of 
representatives of financial ^ 

, regulatory agencies, industry • 
associations, iconsumer advocacy 
organizations, and others, . ; 

.Twenty-nineregulators, industry 
asaoctationsf and coTTsumer groups 
also-reviewed a draft of this rt^port 
and provided valuable input that 
was incorporated as appropriate. 

In general, reviewers commented 
that the report represented an 
important and thorough review of 
tile issues related to regulatoiy 
reform. . . 


To view the full product, incfudmg tfie scope 
and methodotogy, click. on GAO-09-2ie, . 
For more information, contact Once W... 
Wiliiams at (^2) 512‘8678 or • • ■ 

wiiHamso@gao.gov, 


January 2009 


FINANCIAL REGULATION 

A Framework for Crafting and Assessing Proposals 
to Modernize the Outdated U.S. Financial Regulatory 
System 


What GAO Found 

llie current U.S. financial regulatory system lias relied on a fragmented and 
complex arrangement of federal and state regulatois—piit into place over the 
past 160 yeai^that has not kept pace with m^or developments in fmancial 
markets and products in recent decades, As the nation finds itself in the midst 
of one of the worst fmancial crises ever, the regulatory system increasingly 
appears to be ill-suited to meet the nation’s needs in the 21st century. Today, 
responsibilities for overseeing the fmancial services industry are shared 
among almost a dozen federal banking, securities, futures, and other 
regulatoiy agencies, numerous self-regulatory organizations, and hundreds of 
state financial regulatory agencies. Much of this structure has developed as 
the result of statutory and regulatory changes that were often implemented in 
response to financial crises or significant developments in the financial 
services sector. For example, the Federal Reseive System was created in 1913 
in re^onse to financial panics and instability around the turn of the century, 
and much of the remaining structure for bar^ and securities regulation was 
created as the result of the Great Depression turmoil of the 1920s and 1930s. 

Sevei-id key changes in financial markets and products in recent decades have 
highlighted significant limitations and gaps in tiie existing regulatory system, 

• First, regulators have struggled, and often failed, to mitigate the 
systemic risks posed by large and interconnected fiiumcial 
conglomerates and to ensure they adequately manage their risks. The 
portion of firms operating as conglomerates that cross financial 
sectors of banking, securities, and insurance increased significantly in 
recent years, but none of the regulators is tasked with assessing the 
risks posed across the entire financial system. 

• Second, regulators have had to address problems in financial markets 
resulting from the activities of large and sometimes less-regulated 
market participants — such as nonbank mortgage lenders, hedge funds, 
and credit rating agencies — some of which play significant roles in 
today’s financial markets. 

• Third, the increasing prevalence of new and more complex investment 
products has challenged regulators and investors, and consumers 
have faced difficulty imdetetmiding new and increasingly complex 
retail mortgage and credit products, Regulators failed to adequately 
oversee the sale of mortgage products Uiat posed risks to consumers 
and the stability of the financial system. 

• Fourth, standard setters for accoimting and fmancial regulators have 
faced growing challenges in ensuiing that accounting and audit 
standards appropriately respond to financial market developments, 
and in addressing challenges arising from the global convergence of 
accounting and auditing standards, 

• Finally, despite the increasingly global aspects of fmancial markets, 
the current fragmented U.S. regulatory structure has complicated 
some efforts to coordinate internationally with other regulators. 
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As a resuit of significant market developments in recent 
decades that have outpaced a fragmented and outdated 
regulatory structure, significant reforms to the U.S. 
regulatory system are critically and urgently needed. The 
current system has important weaknesses that, if not 
addressed, will continue to expose the nation’s rmancial 
system to serious risks. As early as 1994, GAO identified 
the need to examine tlie federal financial regulatory 
structure, including the need to address the risks from 
new unregulated products. Since then, GAO has 
described various options for Congress to consider, each 
of which provides potential improvements, as well as 
.some risks and potential costs. This report offers a 


framework for crafting and evaluating regulatory reform 
proposals; it consists of the following nine 
characteristics that should be reflected in any new 
regulatory system. By applying the elements of this 
framework, the relative strengths and weaknesses of any 
reform proposal should be better revealed, and 
policymakers should be able to focus on identifying 
trade-offs and balancing competing goals. Similarly, tlie 
framework could be used to craft proposals, or to 
identify aspects to be added to existing proposals to 
make them more effective and appropriate for 
addressing the limitations of the current system. 


Characteristic 

Description 


Clearly defined 
regulatory goals 

Goals should be clearly articulated and relevant, so that regulators can effectively carry out their 
missions and be held accountable. Key issues include considering the benefits of re-examining the 
goals of financial regulation to gain needed consensus and making explicit a set of updated 
comprehensive and cohesive goals that reflect today's environment, 


Appropriately 

comprehensive 

Financial regulations should cover all activifies that pose risks or are otherwise important to meeting 
regulatory goals and should ensure that appropriate determinations are made about how extensive 
such regulations should be, considering that some activities may require less regulation than others. 
Key issues include identifying risk-based criteria, such as a product's or institution’s potential to 
create systemic problems, for determining the appropriate level of oversight for financial activities and 
institutions, including dosing gaps that contributed to the current crisis, 


Systemwide focus 

Mechanisms should be included for identifying, monitoring, and managing risks to the financial 
system regardless of the source of the risk. Given that no regulator is currently tasked with this, key 
issues include determining how to effectively monitor market developments to identify potential risks; 
the degree, if any, to which regulatory intervention might be required: and who should hold such 
responsibilities. 


Flexible and 
adaptable 

A regulatory system that is flexible and forward looking allows regulators to readily adapt to market 
innovations and changes. Key issues include identifying and acting on emerging risks in a timely way 
without hindering innovation. 

✓ 

Efficient and 
effective 

Effective and efficient oversight should be developed, including eliminating overlapping federal 
regulatory missions where appropriate, and minimizing regulatory burden without sacrificing effective 
oversight. Any changes to the system should be continually focused on improving the effectiveness 
of the financial regulatory system. Key issues include determining opportunities for consolidation 
given the large number of overlapping participants now. identifying the appropriate role of states and 
seif-reguiation, and ensuring a smooth transition to anv new system. 


Consistent consumer 
and investor 
protection 

Consumer and investor protection should be included as part of the regulatory mission to ensure that 
market participants receive consistent, useful informarion, as well as legal protections for similar 
financial products and services, including disclosures, sales practice standards, and suitability 
requirements. Key issues include determining what amount, it any, of consolidation of responsibility 
may be necessary to streamline consumer protection activities across the financial services industry. 


Regulators provided 
with independence, 
prominence, 
authority, and 
accountabilitv 

Regulators should have independence from inappropriate influence, as well as prominence and 
authority to cany out and enforce statutory missions, and be clearly accountable for meeting 
regulatory goals. With regulators with varying levels of prominence and funding schemes now, key 
issues include how to appropriately structure and fund agencies to ensure that each one's structure 
sufficiently achieves these characteristics. 

✓ 

Consistent financial 
oversight 

Similar institutions, products, nsks, and services should be subject to consistent regulation, oversight, 
and transparency, which should help minimize negative competitive outcomes while harmonizing 
oversight, both within the United States and internationally. Key issues include identifying activities 
that pose similar risks, and streamlining regulatory activities to achieve consistency. 

1 

Minimal taxpayer 
exposure 

A regulatory system should foster financial markets that are resilient enough to absorb failures and 
thereby limit the need lor federal intervention and limit taxpayers’ exposure to financial risk. Key 
issues include identifying safeguards to prevent systemic crises and minimizing moral hazard. 


Source: CAO- 
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Congre^ion^ Addr^ees 

The United States is in the midst of the worst financial crisis in more than 
75 years. In recent months, federal officials have taken unprecedented 
steps to stem the unraveling of the financial services sector by committing 
trillions of dollars of taxpayer funds to rescue financial institutions and 
restore order to credit markets, including the creation of a $700 billion 
program that lias been used so far to iryect money into struggling 
institutions in an attempt to stabilize markets.' This current crisis largely 
stems from defaults on U.S. subprime mortgage loans, many of which were 
packaged and sold as securities to buyers in the United States and around 
the world. With financial institutions from many countries participating in 
these activities, the resulting turmoil has afflicted financial markets 
globally and has spurred coordinated action by world leaders in an 
attempt to protect savings and restore the health of the markets. While 
much of policymakers’ attention understandably has been focused on 
taking short-term steps to address the immediate nature of the crisis, these 
events have served to strikingly demonstrate that the current U.S. financial 
regulatory system is in need of significant reform. 

The current U.S. regulatory system has relied on a fragmented and 
complex arrangement of federal and state regulators — put into place over 
the past 150 years — that has not kept pace with the major developments 
that have occurred in financial markets and products in recent decades. In 
particular, the current system was not designed to adequately oversee 
today’s large and interconnected financial institutions, whose activities 
pose new risks to the institutions themselves as well as risk to the broader 
financial system — called systemic risk, which is the risk that an event 
could broadly effect the financial system rather than just one or a few 
institutions. In addition, not all financial activities and institutions fall 


'For more information about these activities, see GAO, Troubled Asset Relief l^ogram: 
Additional Actions Needed to [tetter Ensure Integnty, Accounlabilily, and 
Transparency, GAO-09-161 (Washington, D.C.: Dec. 2, 2008). 

^ThrougJioul this repKirt, we use the term “financial regulatory system" to refer broadly to 
both the financial regulatory structure — that is, the number and organization of financial 
regulatory agencies — as well as oUier aspects of financial regulation, including agency 
responsibilities, and mechanisms and authorities available to agencies for fulfilling such 
responsibiliti^- 
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under the direct purview of fmanc;iai regulators, and market innovations 
have led to the creation of new and sometimes very complex products that 
were never envisioned as the current regulatory system developed. In light 
of the recent turmoil in financial markets, the current financial regulatory 
system increasingly appears to be ill-suited to meet the nation’s needs in 
the 21st century. 

As the administration and Congress continue to take actions to address 
the immediate financial crisis, determining how to create a regulatory 
syst€5m that reflects new market realities is a key step to reducing the 
likelihood that the U.S. will experience another financial crisis similar to 
the current one. As a result, considerable debate is under way over 
whether and how the current regulatory system should be changed, 
including calls for consolidating regulatory agencies, broadening certain 
regulators’ authorities, or subjecting certain products or ei\tities to more 
regulation. For example, in March 2008, the Department of the Treasury 
(Treasury) proposed significant finaixcial regulatory reforms in its 
“Blueprint for a Modernized Financial Regulatory Structure,” and other 
federal regulatory officials and industry groups have also put forth reform 
proposals.'^ Under the Emergency Economic Stabilization Act, Treasury is 
required to submit to Congress by April 30, 2009, a report with 
recommendations on “the current state of the financial markets and the 
regulatory system."^ As these and other proposals are developed or 
evaluated, it will be important to carefully consider their advantages and 
disadvantages and long-term implications. 

To help policymakers weigh the various proposals and consider ways in 
which the current regulatory system could be made more effective and 
efficient, we prepared this report under the authority of the Comptroller 
General. Specifically, our report (1) describes the origins of the current 
financial regulatory system, (2) describes various market developments 
and changes that have raised challenges for the current system, and (3) 
presents an evaluation framework that can be used by Congress and 


^See Department of the Treasury. Blueprint for a Modernized Financial Regulatory 
Structure (Washington, D.C,, March 2(X)8); Rnancial Services Roundtable, The Blueprint 
for U-S. Financial Services Competitiveness (Washington, [).C,. Nov. 7, 2007); Timothy F. 
Geithner, President and Cldef Executive Officer, Federal Reserve Bank of New York, 
“Reducing Systemic Risk in a Dynamic Financial System” (speech, New York, June 9, 
2008); and Ben S. Bernanke, Chairman, Federal Reserve, “Reducing Systemic Risk” 
(speech, Jackson Hole, W'yo.. Aug. 22. 2008). 

^Pub. L. No. 110-343, § 105(c). 
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Others to craft or evaluate potential regulatory reform efforts going 
forward. This report’s primary focus is on discussing how various market 
developments have revealed gaps and limitations in the existing regulatory 
system. Although drawing on examples of events from the current crisis, 
we do not attempt to identify all of the potential weaknesses in the actions 
of regulators that had authority over the institutions and products 
involved. 

To address these objectives, we synthesized existing GAO work on 
challenges to the U.S. financial regulatory structure and on criteria for 
developing and strengthening effective regulatory structures. ’ We also 
reviewed existing studies, government documents, and other research for 
illustrations of how current and past financial market events have exposed 
inadequacies in our existing financial regulatory system and for 
suggestions for regulatory reform. In a series of forums, we discussed 
these developments and the elements of a potential framework for an 
effective regulatory system with groups of financial regulators of banking, 
securities, futures, insurance, and housing markets; representatives of 
financial services industry associations and individual financial 
institutions; and with selected consumer advocacy organizations, 
academics, and other experts in financial markets issues. The work upon 
which this report is based was conducted in accordance with generally 
accepted government auditing standards. Those standards require that we 
plan and perform the audit to obtain sufficient, appropriate evidence to 
pro\ide a reasonable basis for our findings and conclusions based on our 
audit objectives. We believe that the evidence obtained provides a 
reasonable basis for our findings and conclusions based on our audit 
objectives. This work was conducted between April 2008 and December 
2008. A more extensive discussion of our scope and methodology appears 
in appendix I. 


Background 


While providing many benefits to our economy and citizens’ lives, financial 
services activities can also cause harm if left unsupervised. As a result, the 
United States and many other countries have found that regulating 
financial markets, institutions, and products is more efficient and effective 


‘For example, see GAO. Financial Regtdalion: Industry Trert-ds Continue to Challenge the 
Federal Regulatory Structure, GAO-OS-BZ {Washington, D.C.: Oct. 12, 2007); and Financial 
Regulation: Industry Changes I^mpt Need to Recons-ider U.S. RegtUatory Str-ucture, 
GAO-i)n-61 (Washington. D.C.: Oct. 6, 2004). See Related GAO Products appendix for 
additional reports. 


Page3 


GAO-09-216 Financial Regulation 



164 


than leaving the fairness and integrity of these activities to be ensured 
solely by market participants themselves. 

The federal laws related to financial regulation set forth specific 
authorities and responsibilities for regulators, although these authorities 
typically do not contain provisions explicitly Unking such responsibilities 
to overall goals of financial regulation. Nevertheless, financial regulation 
generally has sought to achieve four broad goals; 

• Ensure adequate consumer protections. Because financial institutions’ 
incentives to maximize profits can in some cases lead to sales of 
unsuitable or fraudulent financial products, or unfair or deceptive acts or 
practices, U.S. regulators take steps to address informational 
disadvantages that consumers and investors may face, ensure consumers 
and inv^ors have sufficient information to make appropriate decisions, 
and oversee business conduct and sales practices to prevent fraud and 
abuse. 

• Ensure the integrity and fairness of markets. Because some market 
participants could seek to manipulate markets to obtain unfair gains in a 
way that is not easily detectable by other participants, U.S. regulators set 
rules for and monitor markets and their participants to prevent fraud and 
manipulation, limit problems in asset pricing, and ensure efficient market 
activity. 

• Monitor the safety and soundness of institutions. Because markets 
sometimes lead financial institutions to take on excessive risks that can 
have significant negative impacts on consumers, investors, and teixpayers, 
regulators oversee risk-taking activities to promote the safety and 
soundness of financial institutions. 

• Act to ensure the stability of the overall financial system. Because 
shocks to the system or the actions of financial institutions can lead to 
instability in the broader financial system, regulators act to reduce 
systemic risk in various ways, such as by providing emergency funding to 
troubled financial institutions. 

Although these goals have traditionally been their primary focus, financial 
regulators are also often tasked with achieving other goals as they carry 
out their activities. These can include promoting economic growth, capital 
fonnation, and competition in our financial markets. Regulators have also 
taken actions with an eye toward ensuring the competitiveness of 
regulated U S. financial institutions with those in other sectors or with 
others around the world. In other cases, financial institutions may be 
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required by law or regulation to foster social policy objectives such as fair 
access to credit and increased home ownership. 

In general, these goals are reflected in statutes, regulations, and 
administrative actions, such as rulemakings or guidance, by financial 
institution supervisors. Laws and regulatory agency policies can set a 
greater priority on some roles and missions than others. Regulators are 
usually responsible for multiple regulatory goals and often prioritize them 
differently. For example, state and federal bank regulators generally focus 
on the safety and soundness of depository institutions; federal securities 
and futures regulators focus on the integrity of markets, and the adequacy 
of information provided to investors; and state securities regulators 
primarily address consumer protection. State insurance regulators focus 
on the ability of insurance firms to meet their commitments to the insured. 

The degrees to which regulators oversee institutions, markets, or products 
also vary depending upon, among otlter things, the regulatory approach 
Congress has fashioned for different sectors of the financial industry. For 
example, some institutions, such as banks, are subject to comprehensive 
regulation to ensure their safety and soundness. Among other things, they 
are subject to examinations and limitations on the types of activities they 
may conduct. Other institutions conducting financial activities are less 
regulated, such as by only having to register with regulators or by having 
less extensive disclosure requirements. Moreover, some markets, such as 
those for many over-the-counter derivatives markets, as well as activities 
within those markets, are not subject to oversight regulation at all. 


Today’s Financial 
Regulatory System 
Was Built over More 
Than a Century, 
Largely in Response 
to Crises or Market 
Developments 


As a result of 150 years of changes in financial regulation in the United 
States, the regulatory system has become complex and fragmented. (See 
fig. 1.) Our regulatory vsystem has multiple financial regulatory bodies, 
including five federal and multiple state agencies that oversee depository 
institutions. Securities activities are overseen by federal and state 
government entities, as well as by private sector organizations performing 
self-regulatory functions. Futures trading is overseen by a federal regulator 
and also by industry self-regulatory organizations. Insurance activities are 
primarily regulated at the state level with little federal involvement. 
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Figure 1: Formation of U.S. Financial Regulatory System (1863-2008) 
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194S - McCarran-Ferguson Act 
Delegated authority to regulate 
Interstate Insurance transactions 
to the states 


1970 - Amendment to 1 
Federal Credit Union Act 
National Credit Union 
AdmtntstraBon (NCUA) 
established Irom BFCU 


1974 - Commodity Futures 
Trading Commission Act 
Commodily Futures Trading 
Commission (CFTC) established 
tromCeC 


1989 - Financial Institutions 
Reform, Recovery, artd 
Enforcement Act 

Established Office of Thrift 
Supervision (OTS); FDIC 
absorbed PSLIC; Federal 
Housing Finance Board (FHFB) 
replaced FHLBB 


1992 - Federal Housing Enterprises 
Finsncisl Safety and Soundness Act 
Established Office of Federal Housing 
Enterprise Oversight (OFHEO) 


2008 - Housing and 
Economic Recovery Act 
Created the Federal 
Housing Finance Agency 
{FHFA); Established from 
FHFS and OFHEO, which 
were dissolved 


2002 - SarbaneS‘Oxley Act 
Established the Public 
Company Accounting 
Overeight Board (PCAOB) 

2000 - Commodity Futures 
Modernization Act 

Established principles-based structure for 
regulating futures exchanges and derivatives 
clearing orgaiflzatlons. Clarified that some 
off-exchange trading would be permitted and 
remain largely unregulated 


1996- National Securities 
Markets Improvement Act < 
Pre-empted most sate oversight 
of nationalty traded securities 


1999 - Gramm-Leach-Bliley Act 
Eliminated restrictions on banks, securities 
firms, and Insurance companies affiliating 
with each other; and reinforced “funclionai 
reguiation" in whicn instiiuiions may be 
overseen by multiple regulators 


Overall, responsibilities for overseeing the financial services industry are 
shared among almost a dozen federal banking, securities, futures, and 
other regulatory agencies, numerous self-regulatory organizations (SRO), 
and hundreds of state financial regulatory agencies. The following sections 
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describe how regulation evolved in various sectors, including banking, 
securities, thrifts, credit unions, futures, insurance, secondary mortgage 
markets, and other financial institutions. The accounting and auditing 
environment for financial institutions, and the role of the Gramm-Leach- 
Bliley Act in financial regulation, are also discussed. 


Banking Since the early days of our nation, banks have allowed citizens to store 

their savings and used these funds to make loans to spur business 
development Until the middle of the 1800s, banks were chartered by 
states and state regulators supervised their activities, which primarily 
consisted of taking deposits and issuing currency. However, the existence 
of multiple currencies issued by different banks, some of which were more 
highly valued than others, created difficulties for the smooth functioning 
of economic activity. In an effort to finance the nation’s Civil War debt and 
reduce financial uncertmnty. Congress passed the National Bank Act of 
which provided for issuance of a single national currency. This act 
also created the Office of the Comptroller of the Currency (OCC), which 
was to oversee the national currency and improve banking system 
efficiency by granting banks national charters to operate and conducting 
oversight to ensure the sound operations of these banks. As of 2007, of the 
more than 16,000 depository institutions subject to federal regulation in 
the United States, OCC was responsible for chartering, regulating, and 
supervising nearly 1,700 commercial banks with national charters, 

In the years surrounding 1900, the United States experienced troubled 
economic conditions and several financial panics, including various 
instances of bank runs as depositors attempted to withdraw their funds 
from banks whose financial conditions had deteriorated. To improve the 
liquidity of the U.S. banking sector and reduce the potential for such 
panics and runs, Congress passed the Federal Reserve Act of 1913. This 
act created the Federal Reserve System, which consists of the Board of 
Governors of the Federal Reserve System (Federal Reserve), eind 12 
Federal Reserve Banks, which are congressionally chartered semiprivate 
entities that undertake a range of actions on behalf of the Federal Reseive, 
including supervision of banl« and bank holding companies, and lending 
to troubled banks. The Federal Reserve was given responsibility to act as 
the federal supervisory agency for state-chartered banks — banks 
authorized to do business under charters issued by states — that are 
members of the Federal Reserve System.’’’ In addition to supervising and 


‘'Staff at the Federal Reserve Banks act as supervisors in conjunction with the Board. 
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regulating bank and fmancial holding companies and nearly 900 state- 
chartered banks, the Federal Reserve also develops and implements 
national monetary policy, and provides fmancial services to depository 
institutions, the U.S. government, and foreign official institutions, 
including playing a msyor role in operating the nation’s payments sj^tem. 

Several significant changes to the U.S. financial regulatory system again 
were made as a result of the turbulent economic conditions in the late 
1920s and 193(te. In response to numerous bank failures resulting in the 
severe contraction of economic activity of the Great Depression, the 
Banking Act of 1933 created the Federal Deposit Insurance Corporation 
(FDIC), which administers a federal program to insure the deposits of 
participating banks. Subsequently, FDIC’s deposit insurance authority 
expanded to include thrifts.' Additionally, FDIC provides primary federal 
oversight of any insured state-chartered banks that are not members of the 
Federal Reserve System, and it serves as the primary federal regulator for 
over 5,200 state-chartered institutions. Finally, FDIC has backup 
examination and enforcement authority over all of the institutions it 
insures in order to mitigate losses to the deposit insurance funds. 


Securities Prior to the 1930s, securities markets were overseen by various state 

securities regulatory bodies and the securities exchanges themselves. In 
the aftermath of the stock market crash of 1929, the Securities Exchange 
Act of 1934 created a new federal agency, the Securities and Exchange 
Commission (SEC) and gave it authority to register and oversee securities 
broker-dealers, as well as securities exchanges, to strengthen securities 
oversight and address inconsistent state securities rules,® In addition to 
regulation by SEC and state agencies, securities markets and the broker- 
dealers that accept and execute customer orders in these markets 


’Thrifts, also known as savings and loans, are financial institutions that accept deposits and 
make loans, particularly for home mortgages. Until 1D89, thrift deposits were federally 
insured by the Federal Savings and Loan Insurance Corporation (FSUC), which was 
created by the National Housing Act of 1934. After experiencing solvency problems in 
connecdon with the savings and loan crisis of the 1980s, ^LIC was abolished and its 
insurance ftinction was transferred to FDIC. 

®The Securities Act of 1933 (1933 Act), 48 Stat. 74. et. seq,, assigned federal supervision of 
securities to the Federal TYade Commission (FTC) by. among other things, requiring that 
securities offerings subject to the act's registration requirements be registered with the 
FTC. See 1933 Act, §§ 2, 5, 6 (May 27, 1933). In the 1934 act, Congress replaced the FTC’s 
role by transferring its powers, duties, and functions under the 1933 act to SEC, See 
Seemities Exchange Act of 1934, 48 Stat 881, §§ 3(a), 210 (June 6, 1934). 
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continue to be regulated by SROs, including those of the exchanges and 
the Financial Industry Regulatory Authority, that are funded by the 
participants in the industry. Among other things, these SROs establish 
rules and conduct examinations related to market Integrity and investor 
protection. SEC also registers and oversees investment companies and 
advisers, approves rules for the industry, and conducts examinations of 
broker-dealers and mutual funds. State securities regulators— represented 
by the North American Securities Administrators Association — are 
generally responsible for registering certain securities products and, along 
with SEC, investigating securities fraud.® SEC is also responsible for 
overseeing the financial reporting and disclosures that companies issuing 
securities must make under U.S. securities laws. SEC was also authorized 
to issue and oversee U.S. accounting standards for entities subject to its 
Jurisdiction, but has delegated the creation of accounting standards to a 
private-sector organization, the Financial Accounting Standards Board, 
which establishes generally accepted accounting principles. 


Thrifts and Credit Unions The economic turmoil of the 1930s also prompted the creation of federal 
regulators for other types of depository institutions, including thrifts and 
credit unions.'® These institutions previously had been subject to oversight 
only by state authorities. However, the Home Owners’ Loan Act of 1933 
empowered the newly created Federal Home Loan Bank Board to charter 
and regulate federal thrifts, and the Federal Credit Union Act of 1934 
created tlie Bureau of Feder<il Credit Unions to charter and supervise 
credit unions." Congress amended the Federal Credit Union Act in 1970 to 


The National Securities Markets Improvement Act. Pub. L No. 104-290 (Oct. 1 1, 1996), pre- 
empted state securities registration requirements for aii but a subset of small securities 
products and limited state supervision of broker-dealers, but left intact the right of stales to 
investigate securities fraud. 

’■^Credit unions are member-owned financial institutions that generally offer their members 
serNices similar to those provided by baitks. 

"Home Owners' Loan Act of 1933, 48 Stat 128 (June 13, 1933). The administration of the 
Federal Credit Union Act was originally vested in the Farm Credit Administration (.Act of 
June 26, 1934, 48 Stat, 1216.) Executive Order No. 9148, dated April 27, 1942 (7 F.R, 3145), 
transferred the functions, powers and duties of the Farm Credit Administration to FDIC, 
Effective July IS, 1948, the powers, duties and functions transferred to FDIC were 
transferred to the Federal ^curity Agency. (Act of June 29, 1948, 62 Stat. 1091.) 
Reorganization Plan No. I of 1953, effective April II, 1953, abolished the Federal Security- 
Agency and transferred the Bureau of Federal Credit Unions, together with other agencies 
of the Federal Security Agency, to die Department of Health, Education, and Welfare. (67 
Stat. 631, 18 F.R 2053.). 
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establish the National Credit Union Administration (NCUA), which is 
responsible for chartering and supervising over 5,000 federally chartered 
credit unions, as well as insuring deposits in these and more than 3,000 
state-chartered credit unions.*^ Oversight of these state-chartered credit 
unions is managed by 47 state regulatory agencies, represented by the 
National Association of State Credit Union Supervisors.'^ 

From 1980 to 1990, over 1,000 thrifts failed at a cost of about $100 billion 
to the federal deposit insurance funds. In response, the Financial 
Institutions Reform, Recovery, and Enforcement Act of 1989 abolished the 
Federal Home Loan Bank Board and, among other things, established the 
Office of Thrift Supervision (OTS) to improve thrift oversight.'^ OTS 
charters about 750 federal thrifts and oversees these and about 70 state- 
chartered thrifts, as well as savings and loan holding companies.''’ 


Futures Oversight of the trading of futures contracts, which allow their purchasers 

to buy or sell a specific quantity of a commodity for delivery in the future, 
has also changed over the years in response to changes in the 
marketplace. Under the Grain Futures Act of 1922, the trading of futures 
contracts was overseen by the Grain Futures Administration, an office 
within the Department of Agriculture, reflecting the nature of the products 
for which futures contracts were traded.'® However, futures contracts 
were later created for nonagricultural commodities, such as energy 
products like oil and natural gas, metals such as gold and silver, and 
financial products such as Treasury bonds and foreign currencies, In 1974, 


‘^Public Law 91-206 (Mar. 10, 1970. 84 Stat, 49) created the National Credit Union 
Administration as an independent agency and transferred all of the functions of the Bureau 
of Federal Credit Unions to the new administration. 

’'’Federally insured state credit unions also are subject to supervision by NCUA. 

”Pub, L, No. 101-73 § 301 (Aug. 9, 1989). 

'The five federal depasitory institution regulators discassed earlier coordinate formally 
through the Federal Financial Institutions Examination Council, an interagency body that 
was established In 1979 and is empow'ered to (1) prescribe unifonn principles, standards, 
and report forms for the federal examinat.ion of financial institutions; and (2) make 
recommendations to promote uniformity in the supervision of financial institutions. 

"The Grain Futures Act (ch. 369, 42 Stat. 998, Sept. 21. 1922). In 1936 the act was renamed 
the “Commodity Exchange Act (CEA),” which, among other tilings, created the Commodity 
Exchange Commission (CEC), a predecessor agency to the Commodity Futures lYading 
Commission. 49 Stat. 1491 (June 15, 1936). 
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a new independent federal agency, the Commodity Futures Trading 
Commission (CFTC), was created to oversee the trading of futures 
contracts." Like SEC, CFTC relies on SROs, including the futures 
exchanges and the National Futures Association, to establish and enforce 
rules governing member behavior. In 2000, the Commodity Futures 
Modernization Act of 2000 established a principles-based structure for the 
regulation of futures exchanges and derivatives clearing organizations, and 
clarified that some off-exchange derivatives trading — and in particular 
trading on facilities only accessible to large, sophisticated traders — was 
pennitted and would be largely unregulated or exempt from regulation.'* 


Insurance Unlike most other financial services, insurance activities traditionally have 

been regulated at the state level. In 1944, a U.S. Supreme Court decision 
determined that the insurance industry was subject to interstate 
commerce laws, which could then have allowed for federal regulation, but 
Congress passed the McCarran-Ferguson Act in 1945 to explicitly return 
insurance regulation to the states."’ As a result, as many as 55 state, 
territorial, or other local Jurisdiction authorities oversee insurance 
activities in the United States, although state regulations and other 
activities are often coordinated nationally by the National Association of 
Insurance Commissioners (NAIC).* 


"Commodity I''utures Trading Commission Act, Pub. L No, 93-463 (Oct. 23, 1974), 

’“a derivative is a financial instrument representing a right or obligation based on the value 
at a particular time of an underlying asset, reference rate, or index, such as a stock, bond, 
agricultural or other physical commodity, interest rate, currency exchange rate, or stock 
index. Derivatives contracts are used by firms around the world to manage market risk— • 
the exposure to the possibility of financial loss caused by adverse changes in the values of 
assets or liabilities — by transf^erring it from entities less willing or able to manage it to 
those more willing and able to do so. Common tjpes of derivatives include futurej5, options, 
forwards, and swaps and can be traded through an exchange, knovm as exchange-traded, 
or privately, known as over-the counter. 

"’Up until 1944. insurance was not considered interstate commerce and, therefore, was not 
subject to feder^ regulation. In United Slates v. South-Easlei-Ti Underwriters Ass'n, 322 
U.S. 533 (1944) the Supreme Court held that Congress could regulate insurance 
transactions that truly are interstate. Congress subsequently enacted the McCarran- 
Ferguson Act (Mar. 9, 1945), ch. 20, 59 Stat. 33, which provides that state laws apply to 
insurimce unless they are specifically pre-empted by Congress. See 15 U.S.C, § lOl 1. 

^NAIC is made of the heads of the insurance departments of 50 states, the District of 
Columbia, and U.S. territories to provide a forum for the development of uniforrn policy 
when uniformity is appropriate. 
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Secondary Mortgage The recent financial crisis in the credit and housing markets has prompted 

Markets creation of a new, unified federal financial regulatory oversight 

agency, the Federal Housing Finance Agency (FHFA), to oversee the 
government-sponsored enterprises (GSE) Fannie Mae, Freddie Mac, and 
the Federal Home Loan Banks.^* Fannie Mae and Freddie Mac are private, 
federally chartered companies created by Congress to, among other 
things, provide liquidity to home mortgage markets by purchasing 
mortgage loans, thus enabling lenders to make additional loans. The 
system of 12 Federal Home Loan Banks provides funding to support 
housing finance and economic development/^ Until enactment of the 
Housing and Economic Recovery Act of 2008, Fannie Mae and Freddie 
Mac had been overseen since 1992 by the Office of Federal Housing 
Enterprise Oversight (OFHEO), an agency within the Department of 
Housing and Urban Development, and the Federal Home Loan Banks were 
subject to supervision by the Federal Housing Finance Board (FHFB), an 
independent regulatory agency.^ OFHEO regulated Fannie Mae and 
Freddie Mac on matters of safety and soundness, while HUD regulated 
their mission-related activities. FHFB served as the safety and soundness 
and mission regulator of the Federal Home Loan Banks. In July 2008, the 
Housing and Economic Recovery Act of 2008 created FHFA to establish 
more effective and more consistent oversight of the three housing GSEs — 
Fannie Mae, Freddie Mac, and the Federal Home Loan Banks. With respect 
to Fannie Mae and Freddie Mac, the law gives FHFA such new regulatory 
authorities as the power to regulate the retained mortgage portfolios, to 
set more stringent capital standards, and to place a failing entity in 
receivership. In addition, the law provides FHFA with funding outside the 
annual appropriations process. The law also combined the regulatory 
authorities for all the housing GSEs that were previously distributed 


^'Housing and Economic Recovery Act of 2008, Pub. L. No. 110-289, title I, subtitle A 
(July 30, 2008). 

^he 12 Federal Home Loan Banks form a system of regional cooperatives, each with its 
own president and board of directors, located in different regions of the country, Their 
statutory mission is to provide cost-effective funding to members for use in housing, 
community, and economic development; to provide regional affordable housing programs, 
which create housing opportunities for low- and moderate-income families; to support 
housing finance through advances and mortgage programs; and to serve as a reliable 
source of liquidity for its membership. 

"^OFHEO was created in title XIII of die Housing and Community Development Act (1992), 
Pub. L. No. 102-550 (Oct. 28, 1992). In 1932, the Federal Home Loan Bank Act. created the 
Federal Home Loan Bank System to provide liquidity to thrifts to make home mortgages, 
Ov'ersight. of these responsibilities was later transferred to the Federal Housing Finance 
Board. 
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among OFHEO, FHFB, and the Department of Housing and Urban 
Development. In September 2(K)8, Fannie Mae and Freddie Mac were 
placed in conservatorship, with FHFA serving as the conser\'ator under 
powers provided in the 2008 act. Treasury also created a backstop lending 
facility for the Federal Home Loan Banks, should they decide to use it. In 
Noven\ber 2008, the Federal Reserve announced plans to purchase 
mortgage-backed securities guaranteed by Fannie Mae and Freddie Mac 
on the open market. 


Gramm-Leach-Bliley Changes in the types of financial activities permitted for depository 

institutions and their affiliates have also shaped the financial regulatory 
system over time. Under the Glass-Steagali provisions of the Banking Act 
of 1933, financial institutions were prohibited from simultaneously 
offering commercial and investment banking services. However, in the 
Gramm-Leach-Bliley Act of 1999 (GLBA), Congress permitted financial 
institutions to fully engage in both types of activities and, in addition, 
provided a regulatory process allowing for the approval of new types of 
financial activity.*^ Under GLBA, qualifying financial institutions are 
permitted to engage in banking, securities, insurance, and other financial 
activities. When these activities are conducted within the same bank 
holding company structure, they remain subject to regulation by 
“functional regulators,” which are the federal authorities having 
jurisdiction over specific financial products or services, such as SEC or 
CFTC. As a result, multiple regulators now oversee different business lines 
within a single institution. For example, broker-dealer activities ai-e 
generally regulated by SEC even if they are conducted within a large 
financial conglomerate that is subject to the Bank Holding Company Act, 
which is administered by the Federal Reserve. The functional regulator 
approach was intended to provide consistency in regulation, focus 
regulatory restrictions on the relevant functional area, and avoid the 
potential need for regulatory agencies to develop expertise in all aspects 
of financial regulation. 


^^Gramm-Leach-Bliley Act, Ihib. L. No. 106-102 (Nov. 12, 1999). Although originally 
precluded from conducting significant securities underwriting activities, bank holding 
conipanies were permitted to conduct more of such activities over the years. For example, 
in 1987, the Federal Reserve allowed the subsidiaries of bank holding companies to engage 
in securities underwriting activities up to 5 percent of their revenue. CK'er time, the Federal 
Reserve also ejqjanded the ^es of securities that banks could conduct business in and 
raised the revenue limit to 10 percent in 1989 and to 25 percent in 1996. 
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Accounting and Auditing In addition to the creation of various regulators over time, the accounting 
and auditing environment for financial institutions and mai kel 
participants — a key component of financial oversight — has aiso seen 
substantial change. In the early 2000s, various companies with publicly 
traded securities were found to have issued materially misleading financial 
statements. These companies included Enron and WorldCom, both of 
which filed for bankruptcy. When the actual financial conditions of these 
companies became known, their auditors were called into question, and 
one of the largest, Arthur Andersen, was dissolved after the Department of 
Justice filed criminal charges related to its audits of Enron. As a result of 
these and other corporate financial reporting and auditing scandals, the 
Sarbanes-Oxley Act of 2002 was enacted.^’ Among other things, Sarbanes- 
Oxley expanded public company reporting and disclosure requirements 
and established new ethical and corporate responsibility requirements for 
public company executives, boards of directors, and independent auditors. 
The act also created a new independent public company audit regulator, 
the Public Company Accounting Oversight Board, to oversee the activities 
of public accounting firms. The activities of this board are, in turn, 
overeeen by SEC. 


Other Financial Some entities that provide financial services are not regulated by any of 

Institutions existing federal financial regulatory bodies. For example, entities such 

as mortgage brokers, automobile finance companies, and payday lenders 
that are not bank subsidiaries or affiliates primarily are subject to state 
oversight, with the Federal Trade Commission acting as the primary 
federal agency responsible for enforcing their compliance with federal 
consumer protection laws. 


'Pub. L. No. 107-204 {July 30, 2002). 
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Changes in Financial 
Institutions and Their 
Products Have 
Significantly 
Challenged the U.S. 
Financial Regulatory 
System 


Several key developments in financial markets and products in the past 
few decades have significantly challenged the existing financial regulatory 
structure. (See fig. 2.) First, the last 30 years have seen waves of mergers 
among financial institutions witiiin and across sectors, such that the 
United States, while still having large numbers of financial institutions, 
also has several very large globally active financial conglomerates that 
engage in a wide range of activities that have become increasingly 
interconnected. Regulating these large conglomerates has proven 
challenging, particularly in ovenseeing their risk management activities on 
a consolidated basis and in identifying and mitigating the systemic risks 
they pose. A second development has been the emergence of large and 
sometimes less-regulated market participants, such as hedge funds and 
credit rating agencies, which now play key roles in our financial markets. 
Third, the development of new and complex products and services has 
challenged regulators’ abilities to ensure that institutions are adequately 
identifying and acting to mitigate risks arising from these new activities 
and that investors and consumers are adequately informed of the risks. In 
light of these developments, ensuring that U.S. accounting standards have 
kept pace has also proved difficult, and the impending transition to 
conform to international accounting standards is likely to create additional 
challenges.^ Finally, despite the increasingly global aspects of financial 
markets, the current fragmented U.S. regulatory structure has complicated 
some efforts to coordinate internationally with other regulators. 


include discussion of audit and accounting slaixdards in this report because any new 
effort to examine the structure of financial regulation in the United States could include 
consideration of the process for creating and adopting these standards. However, 
determining whether tiie oversight of diis process should be changed was not part of the 
scope of this report- 
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Figure 2: Key Developments and Resulting Challenges That Have Hindered the Effectiveness of the Financial Regulatory 
System 
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Inrostors have faced difficulty underetanding complex Investment products, either because 
they failed to seek out necessary information or were misled by improper sales:practices. 

Consumers have faced difficulty underetanding mortgages and credit cards with new 
and increasingly complicated features, due in part to limitations in consumer disclo- 
sures and financial literacy efforts. 

Accounting and auditing entitiers have faced challenges in trying to ensure that 
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&iuice$: QAO Art Ejqiiosion (^^ages). 
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Conglomeration and 
Increased 

Interconnectedness in 
Financial Markets Have 
Created Difficulties for a 
Regulatory System That 
Lacks a Systemwide Focus 


Overeeeing large financial conglomerates that have emerged in recent 
decades has proven challenging, particularly in regulating their 
consolidated risk management practices and in identifying and mitigating 
the systemic riste they pose. These systemicaily important institutions in 
many cases have tens of thousands or more customers and extensive 
financial linkages with each other through loans, derivatives contracts, or 
trading positions with other financial institutions or businesses. The 
activities of these large financial institutions, as we have seen by recent 
events, can pose significant systemic risks to other market participants 
and tlie economy as a whole, but the regulatory system was not prepared 
to adequately anticipate and prevent such risks. 


Largely as the result of waves of mergers and consolidations, the number 
of financial institutions today has declined. However, the remaining 
institutions are generally larger and more complex, provide more and 
varied services, offer similar products, and operate in increasingly global 
markets. Among the most significant of these changes has been the 
emergence and growth of large financial conglomerates or universal banks 
that offer a wide range of products that cut across the traditional financial 
sectors of banking, securities, and insurance. A 2003 IMF study highlighted 
this emerging trend. Based on a worldwide sample of the top 500 financial 
services firms in assets, the study found that the percentage of the largest 
financial institutions in the United States that are conglomerates — 
financial institutions having substantial operations in more than one of the 
sectors (banking, securities, and insurance) — increased from 42 percent of 
the U.S. financial institutions in the sample in 1995 to 62 percent in 2000.^’ 
This new environment contrasts with that of the past in which banks 
primarily conducted traditional banking activities such as deposit taking 
and lending; securities broker-deaters were largely focused on brokerage 
and underwriting activities; and insurance firms offered a more limited set 
of insurance products. In a report that analyzed the regulatory structures 
of various countries, The Group of Thirty noted that the last 25 years have 
been a period of enormous transformation in the financial services sector, 
with a marked shift from firms engaging in distinct banking, securities, and 
insurance businesses to one in which more integrated financial services 
conglomerates offer a broad range of financial products across tlte globe. 
These fundamental changes in the nature of the financial service markets 


■'Gianni De Nicol6, Philip Bartholomew, Jahanara Zaman, and Mary Zephirin, “Bank 
Consolidation, Internationalization, and Conglomeration: Trends and Implications for 
Financial Risk” (IMF Working Paper 03/158. Washington, D C., July 2003). 
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around the world have exposed the shortcomings of financial regulatory 
models, some of which have not been adapted to the changes in business 
structures.® 

While posing challenge to regulators, these changes have resulted in 
some benefits in the United States financial services industr>'. For 
example, the ability of financial institutions to offer produc’ts of varying 
types increased the options available to consumers for investing their 
savings and preparing for their retirement. Conglomeration has also made 
it more convenient for consumers to conduct their financial activities by 
providing opportunities for one-stop shopping for most or all of their 
needs, and by promoting the cross-selling of new innovative products of 
which consumers may otherwise not have been aware. 

However, the rise of large financial conglomerates has also posed risks 
that our current financial regulatory system does not directly address. 
First, although the activities of these large interconnected financial 
institutions often cross traditional sector boundaries, financial regulators 
under the current U.S. regulatory system did not always have full authority 
or sufficient tools and capabilities to adequately oversee the risks that 
these financial institutions posed to themselves and other institutions. As 
we noted in a 2007 report, the activities of the Federal Reserve, SEC, and 
OTS to conduct consolidated supervision of many of the largest U.S. 
financial institutions were not as efficient and effective as needed because 
tliese agencies were not collaborating more systematically.^” In addition, 
the recent market crisis has revealed significant problems with certain 
aspects of these regulators’ oversight of financial conglomerates. For 
example, some of the top investment banks were subject to voluntary and 
limited oversight at the holding-company level— the level of the institution 
that generally managed its overall risks — as part of SEC’s Consolidated 
Supervised Entity (CSE) Program. SEC’s program was created in 2004 as a 
way for global investment bank conglomerates that lack a supenisor 


®Group of Thirty, TTie Shticiwe of Financial Supeniision: Approaches and Challenges in 
a Global Marketplace (Washington, D.C., 2008). The Group of Thirty, esublished in 1978, is 
a private, nonprofit, international body-composed of very senior representatives of the 
private and public sectors and academia — that consults and publishes papers on 
international economic and monetary affairs. 

®GAO, Financial Market Regulation: Agencies Engaged in Consolidated Supervision 
Can Strengths Performance Measurement and Collaboration, GAO-97-154 (Washington, 
D-C.rMar- 15,2007). 
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under !aw to voluntarily submit to regulation.'^'’ This supervision, which 
could include SEC examinations of the parent companies' and affiliates’ 
operations and monitoring of their capital levels, enabled the CSEs to 
qualify for alternative capital rules in exchange for consenting to 
supervision at die holding company level. Being subject to consolidated 
supervision was perceived as necessary for these financial institutions to 
continue operating in Europe under changes implemented by the 
European Union in 2005.*‘ 

However, according to a September 2008 report by SEC’s Ir^pector 
General, this supervisory program failed to effectively oversee these 
institutions for several reasons, including the lack of an effective 
mechanism for ensuring that these entities maintained sufficient capital. In 
comparison to commercial bank conglomerates, these investment banks 
were holding much less capital in relation to the activities exposing them 
to financial risk. For example, at the end of 2007, the five largest 
investment banks had assets to equity capital leverage ratios of between 
26 and 34 to 1 — meaning that for every dollar of capital capable of 
absorbing losses, these institutions held between S26 and $34 of assets 
subject to loss. In contrast, the largest commercial bank conglomerates, 
which were subject to different regulatory capital requirements, tended to 
be significantly less leveraged, with the average leverage ratio of the top 
five largest U.S. bank conglomerates at the end of 2007 only about 13 to 1. 
Moreover, because the program SEC used to oversee these investment 
bank conglomerates was voluntary, it had no authority to compel these 
institutions to address any problems that may have been identified. 
Instead, SEC’s only means for coercing an institution to take corrective 
actions was to disqualify an institution from CSE status. SEC also lacked 
the ability to provide emergency fiinding for these investment bank 
conglomerates in a similar way that the Federal Reserve could for 
commercial banks. As a result, these CSE firms, whose activities resulted 
in their being significant and systemically important participants with vast 
interconnections with other financial institutions, were more vulnerable to 
market disruptions that could create risks to the overall financial system, 


'“Under the CSE program, which SEC initiated pursuant to its capitalization requirements 
for broker-dealers, SEC instituted a system for supervising large broker-dealers at the 
holding company level. See 69/V?d. Reg. 34428 (June 21, 2004), Previously, SEC had 
focused its broker-dealer net capital regulations only upon the firms themselves, not their 
holding companies or oUier subsidiaries. 

'"69 Fed. Reg. 34428 at n. 9. 
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but. not all were subject to Ml and consistent oversight by a supervisor 
with adequate authoilly and resources. For example, one of the ways that 
the bankruptcy fUing of I^hman Brothers affected other institutions was 
tiiat 25 money market fund advisers had to act to protect their investors 
against losses arising from their investments in that company’s debt, with 
at least one of fliese funds having to be liquidated and distributed to its 
investors. 

Following the sale of Bear Stearns to JPMorgan Chase, the Lehman 
bankmptcy filing, and the sale of Merrill Lynch to Bank of America, the 
remaining CSEs opted to become bank holding companies subject to 
Federal Reserve dvei-sight. SEC suspended its CSE program and the 
Chairman stated that “l^e last six montlis have made it abundantly clear 
that volimtaiy regulation does not work.”^^ 

Recent events have also highlighted diificulties faced by the Federal 
Reserve and Ol'S in their roles in overseeing risk management at large 
fmancial and thrift holding companies, respectively. In June 2008 
frjstimony, a Federal Reserve official acknowledged such supervisory 
lessons, noting that under the current U.S. regulatory structure consisting 
of multiple supervisory agencies, challenges can arise in assessing risk 
profiles of large, complex financial institutions operating across financial 
sectors, particularly given the gro>vth in the use of sophisticated financial 
products that can generate risks across various legal entities. He also 
noted that recent events have highlighted the importance of 
enterprisewide risk management, noting that supervisors need to 
understand risks across a consolidated entity and assess the risk 
management tools being applied across the financial institution.® Our own 
work Irad raised concerns over the adequacy of supervision of these large 
financial conglomerates. For example, one of the large entiti es that OTS 
oversaw was the Insuj'ance conglomerate AIG, which was subject to a 
government takeover necessitated by financial difficulties the firm 
experienced as the result of OTC derivatives activities related to 
mortgages. In a 2007 report, we expressed concerns over the 
appropriateness of liaving OTS oversee diverse global financial institutions 


®SEC Press Kelease (2008-230), Chairman Cox Annoumes End of Consolidated 
Supervised Entities Ptpgram (Sept 26, 2008). 

^Senate Cominittee on BaiMng, Housing, and Urban Affairs. Condition of the Banking 
System, 110“'Cong., 2”* sess., Jime 6, 2008 (testimony of Federal Reseive Vice Chairman 
Donald L. Kohn). 
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given the si^ of the agency relative to the institutions for which it was 
responsible.'*^ We had also noted that although OTS oversaw a number of 
holding companies that are primarily in the insurance business, including 
AIG, it had only one specialist in this area as of March 2007.*'' An OTS 
official noted, however, that functional regulation established by Gramm- 
Leach-Bliley avoided the need for regulatory agencies to develop expertise 
in all aspects of financial regulation. 

Second, the emergence of these large institutions with financial 
obligations with thousands of other entities has revealed that the existing 
U.S. regulatory system is not well-equipped for identifying and addressing 
risks across the financial system as a whole. In the current environment, 
with multiple regulator primarily responsible for just individual 
institutions or markets, no one regulator is tasked with assessing the risks 
posed across the entire financial system by a few institutions or by the 
collective activities of the industry. For example, multiple factors 
contributed to the subprime mortgage crisis, and many market 
participants played a role in these events, including mortgage brokers, real 
estate professionals, lenders, borrowers, securities underwriters, 
investors, rating agencies and others. The collective activities of these 
entities, rather than one particular institution, likely all contributed to the 
overall market collapse. In particular, the securitization process created 
incentives throughout the chain of participants to emphasize loan volume 
over loan quality, which likely contributed to the problem as lenders sold 
loans on the secondary market, passing risks on to investors. Similarly, 
once financial institutions began to fail and the full extent of the financial 
crisis began to become clear, no formal mechanism existed to monitor 
market trends and potentially stop or help mitigate the fallout from these 
events. Ad hoc actions by the Department of the Treasury, the Federal 
Reserve, other members of the President’s Working Group on Financial 
Markets, and F'DIC were aimed at helping to mitigate the fallout once 
events began to unfold.® However, even given tliis ad hoc coordination, 
our past work has repeatedly identified limitations of the current U.S, 
federal regulatory structure to adequately coordinate and share 
information to monitor risks across markets or “functional” areas to 


®GA()-07-I54. 

is subject to (yRJ .supervision as a savings and ioan holding company because of its 
control of a thrift. See. e.g., 12 U.S.C. § 1467a(a)(I)(D), (H). 

®The President’s Working Group on Rnanciai Markets consists of the Secretary of the 
Treasury, and the Chairmen of the Federal Reserve. SEC, and CFTC. 
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identify potential systemic crises ” Whether a greater focus on systemwide 
risks would have fully prevented the recent financial crises is unclear, but 
it is reasonable to conclude that such a mechanism would have had better 
prospects of identifying the breadth of the problem earlier and been better 
positioned to stem or soften the extent of the market faOout. 


Existing Regulatory 
System Failed to 
Adequately Address 
Problems Associated with 
Less-Regulated Entities 
That Played Significant 
Roles in the U.S. Financial 
System 


A second dramatic development in U.S. financial markets in recent 
decades has been the increasingly critical roles played by less-regulated 
entities. In the past, consumers of financial products generally dealt with 
entities such as banks, broker-dealers, and insurance companies that were 
regulated by a federal or state regulator. However, in the last few decades, 
various entities — nonbank lenders, hedge funds, credit rating agencies, 
and special-purpose investment entities — that are not always subject to 
full regulation by such authorities have become important participants in 
our financial services markets. These unregulated or less-regulated entities 
can provide substantial benefits by supplying information or allowing 
financial institutions to better meet demands of consumers, investors or 
shareholders but pose challenges to regulators that do not fully or cannot 
oversee their acti\nties. 


Activities of Nonbank Mortgage 
Lenders Played a Significant 
Role in Mortgage Crisis but 
Were Not Adequately 
Addressed by Existing 
Regulatory System 


The role of nonbank mortgage lenders in the recent financial collapse 
provides an example of a gap in our financial regulatory system resulting 
from activities of institutions that were generally subject to little or no 
direct oversight by federal regulators.'" The significant participation by 
these nonbank lenders in the subprime mortgage market — which targeted 
products with riskier features to borrowers with limited or poor credit 
history — contributed to a dramatic loosening in underwriting standards 
leading up to the crisis. In recent years, nonbank lenders came to 
represent a large share of the consumer lending market, including for 
subprime mortgages. Specifically, as shown in figure 3, of the lop 25 
originators of subprime and other nonprime loans in 2006 (which 
accounted for more than 90 percent of the dollar volume of all such 


'’'We have noted limitations on e^ectively planning strategies that cut across regulatory 
agencies. See OAO-(te*fil. 

"For the purposes of this report, nonbank lenders are those that are not banks, thrifts, or 
credit unions. Such entities include independent mortgage lenders, subsidiaries of national 
banks, subsidimies of thrifts, and nonbank mortgage lending subsidiaries of holding 
companies. Although we include operating subsidiaries of national banks in the category of 
nonbanks, they are subject to the same federal requirements and OCC supervision and 
examination as their parent bank, according to an OCC official. 
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originations), all but 4 were nonbank lenders, accounting for 81 percent of 
origination by dollar volume.® 


Figure 3: Status of Top 25 Subprime and Nonprime Mortgage Lenders (2006) 

Number of tenders Loan origination volume, 2006 (dollars in billions) 
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Although these lenders were subject to certain federal consumer 
protection and fair lending laws, they were generally not subject to the 
same routine monitoring and oversight by federal agencies that their bank 
counterparts were. From 2003 to 2006, subprime lending grew from about 
0 percent to 24 percent of mortgage originations (excluding home equity 
loans), and Alt-A lending (nonprime loans considered less risky than 
subprime) grew from about 2 percent to almost 16 percent, according to 
data from the trade publication Inside Mortgage Mnance. The resulting 
sharp rise in defaults and foreclosures that occurred as subprime and 
other homeowners were unable to make mortgage payments led to the 
collapse of the subprime mortgage market and set off a series of events 
that led to today’s financial turmoil. 


®Of the 21 nonbank lendeis, 7 were subsidiaries of national banks, thrifts, or holding 
companies. 
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In previous reports, we noted concerns that existed about some of these 
less-regulated nonbank lenders and recommended that federal regulators 
actively monitor their activities For example, in a 2004 report, we 
reported that some of these nonbank lenders had been the targets of 
notable federal and state enforcement actions involving abusive lending. 
As a result, we recommended to Congress that the Federal Reserve should 
be given a greater role in monitoring the activities of some nonbank 
mortgage lenders that are subsidiaries of bank holding companies that the 
Federal Reserve regulates. Only recently, in the wake of the subprime 
mortgage cr^is, the Federal Reserve began a pilot program in conjunction 
with OTS and the Conference of State Bank Supervisors to monitor the 
activities of nonbank subsidiaries of holding companies, with the states 
conducting examinations of independent state-licensed lenders. 
Nevertheless, other nonbank lenders continue to operate under less 
rigorous federal oversight and remain an example of the risks posed by 
less-regulated institutions in our financial regulatory system. 

The increased role in recent years of investment banks securitizing and 
selling mortgage loans to investors further illustrates gaps in the 
regulatory system resulting from less-regulated institutions. Until recently, 
GSEs Fannie Mae and Freddie Mac were responsible for the vast msuority 
of mortgage loan securitization. The securitization of loans that did not 
meet the GSEs’ congressionally imposed loan limits or regulator-approved 
quality standards — such as jumbo loans that exceeded maximum loan 
limits and subprime loans — was undertaken by investment firms that were 
subject to little or no standards to ensure safe and sound practices in 
connection with the purchase or securitization of loans. As the volume of 
subprime lending grew dramatically from around 2003 through 2006, 
investment firms took over the substantial share of the mortgage 
securitization market. As shown in figure 4, this channel of mortgage 
funding — known as the private label mortgage-backed securities market — 
grew rapidly and in 2005 suipassed the combined market share of the 
GSEs and Ginnie Mae — a government corporation that guarantees 
mortgage-backed securities. As the volume of subprime loans increased, a 
rapidly growing share was packaged into private label securities, reaching 


'“‘GAO, Consumer Protection: Federal and Slate Agencies Face Challenges in Combating 
Predatory Lending, GAO-04'280 (Washington, D.C.: Jan, 30, 2004); Alternative Mortgage 
Products: Impact on Defaults Remains Unclear, but Disclosure of Risks to Borrowers 
Could Be Improved, GAO-06-1021 (Washington, D.C.; Sept. 19. 2006); and Information on 
Recent Default and Foreclosure Trends for Home Mortgages and Associaled Economic 
and Market Developments, GAO-08-78R (Washington, D.C.. Oct. 16, 2007). 
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75 percent in 20(^, according to the Federal Reserve Bank of San 
Francisco. 


Figure 4; Growth in Proportion of Private Label Securitization in the Mortgage'Backed Securities Market, in Dollars and 
Percentage of Dollar Volume (1995-2007) 
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As shown in figure 4, this growth allowed private label securities to 
become approximately 55 percent of all mortgage-backed security 
issuance by 2005. This development serves as yet another example of how 
a Jess-regulated part of the market, private label securitization, played a 
significant role in fostering risky subprime mortgage lending, exposing a 
gap in the financial regulatory structure. 


llie role of mortgage brokers in the sale of mortgage products in recent 
years has also been a key focus of attention of policymakers. In past work, 
we noted that the role of mortgage brokers grew in the years leading up to 
the current crisis. By one estimate, the number of brokerages rose from 
about 30,000 firms in 2000 to 53,000 firms in 2004. In 2005, brokers 
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accounted for about ^ percent of originations in the subprime market 
(compared with about 25 percent in the prime market).^' In 2008, in the 
wake of the subprime mortgage crisis, Congress enacted the Secure and 
Fair Enforcement for Mortgage Licensing Act, as part of the Housing and 
Economic Recovery Act, to require enhanced licensing and registration of 
mortgage brokere.“ 

Activities of Hedge Funds Can Hedge funds, which are professionally managed investment funds for 

Pose Systemic Risks Not institutional and wealthy investors, have become significant participants in 

Recognized by Regulatory many important financial markets. For example, hedge funds often assume 

System risks that other more regulated institutions are unwilling or unable to 

assume, and therefore generally are recognized as benefiting markets by 
enhancing liquidity, promoting market efficiency, spurring financial 
innovation, and helping to reallocate financial risk. But hedge funds 
receive less-direct oversight than other major market participants such as 
mutual funds, another type of investment fund that manages pools of 
assets on behalf of investors.*' Hedge funds generally are structured and 
operated in a manner that enables them to qualify for exemptions from 
certain federal securities laws and regulations.’^ Because their participants 
axe presumed to be sophisticated and therefore not require the full 
protection offered by the securities laws, hedge funds have not generally 
been subject to direct regulation. Therefore, hedge funds are not subject to 
regulatory capital requirements, are not restricted by regulation in tlieir 
choice of investment strategies, and are not limited by regulation in their 
use of leverage. By soliciting participation in their funds from only certain 
large institutions and wealthy individuals and refraining from advertising 
to the general public, hedge funds are not required to meet the registration 
and disclosure requirements of the Securities Act of 1933 or the Securities 
Exchange Act of 1934, such as providing their investors with detailed 
prospectuses on the activities that their fund will undertake using 


’'GA()-08-78R. 

■‘^“Secure and Fair Enforcement for Mortgage Licensing Act of 2008" or "S, A.F.E. Mortgage 
Licensing Act of 2008”, Pub. L No, i 10-2^, title V, 

""Although there Is no statutory definition of hedge funds, the term is commonly used to 
describe pooled investment vehicles directed by professional managers that often engage 
in active trading ofvarious types of assets such as securities and derivatives. 

’’Sce GAO, Hedge Funds: Regulators and Market Participants Are Taking Steps to 
Strengthen Market Discipline, but Continued Attention Js Needed, fi AO-()8-2()(l 
(Washington, D.C.: Jan. 24, 2008), 9. 
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investors’ proceeds.^^ Hedge fiind managers that trade on futures 
exchanges and that have U.S. investors are required to register with CFTC 
and are subject to periodic reporting, recordkeeping, and disclosure 
requirements of their futures activities, unless they notify the Commission 
that they qualify for an exemption from registration/" 

The activities of many, but not all, hedge funds have recently become 
subject to greater oversight from SEC, although the rule requiring certain 
hedge fund advisers to register as investment advisers was recently 
vacated by a federal appeals court. In December 2004, SEC amended its 
rules to require certain hedge fund advisers that had been exempt from 
registering with SEC as investment advisers under its “private adviser" 
exemption to register as investment advisers.*’ In August 2006, SEC 
estimated that over 2,500 hedge fund advisers were registered with the 
agency, although what percentage of all hedge fund advisers active In the 
United States that this represents is not known. Registered hedge fund 
advisers are subject to the same requirements as all other registered 
investment advisers, including providing current information to both SEC 
and investors about their business practices and disciplinary history, 
maintaining required books and records, and being subject to periodic 
SEC examinations. Some questions exist over the extent of SEC’s 
authority over these funds. In June 2006, the U.S. Court of Appeals for the 


■'’'Under the Securities Art of 1933. a public offering or sale of securities must be registered 
with SEC, unless otherwise exempted. In order to exempt an offering or sale of hedge fund 
shares (ownership interests) to investors from registration under the Securities Act of 1933, 
most hedge funds restrict their sales to accredited investors in compliance with the safe 
harbor requirements of Rule 506 of Regulation D. See 15 U.S.C. § 77d and § 77e; 17 C.F.R, 

§ 230-506 (2007), Stich investors nrusi meet certain wealth and income thresholds. In 
addition, hedge funds typically limit the number of investors io fewer than 500, so as not to 
fall within the purview of Section 12(g) of the Securities Exchange Act of 1934, which 
requires tlie registration of any class of equity securities (other than exempted securities) 
held of record by 500 or ntore persons. 15 U.S C. !? 781(g). 

■"The registration and regulatory requirements applicable to Comnrodity Pool Operators 
and Commodity frading Advisors are subject to various exceptions and exeinptions 
contained in CFTC regulations. See, e.g., 17 C.F.R. Secs. 4.5 (exclusion from definition of 
CPO for pools subject to other types of regulation such as supervision as an insured 
depository institution, registration under the Investment Company Act of 1940, or state 
regulation as an insurance company). 4.7 (exemptions from disclosure requirements for 
CPOs and CTAs offering or selling interests to qualified eligible persons or directing or 
guiding their accounts), 4.12(b) (disclosure exemption for CPOs operating pools offered 
and sold pursuant to the 1933 Securities Act or an exemption from the Act), 4.13 
(exemption from CPO registration), 4, 14 (exemption from CTA registration), 

*’69 Fed. Reg. 72054 (Dec. 10, 20M). 
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District of Columbia overturned SEC's amended rule, concluding that the 
rule was arbitrary because It departed, without reasonable justification, 
from SEC’s long-standing interpretation of the term “client” in the private 
adviser exemption as referring to the hedge fund itself, and not to the 
individual investors in the ftind.'“ However, according to SEC, most hedge 
fund advisere that previously registered have chosen to retain their 
registered status as of April 2007. 

Although many hedge fund advisers are now subject to some SEC 
oversight, some financial regulators and market participants remain 
concerned that hedge funds’ activities can create systemic risk by 
threatening the soundness of other regulated entities and asset markets. 
Hedge funds have important connections to the financial markets, 
including significant business relationships with the largest regulated 
commercial banks and broker-dealers. They act as trading counterparties 
with many of these institutions and constitute in many markets a 
significant portion of trading activity, from stocks to distressed debt and 
credit derivatives.*’ 

The far-reaching consequences of potential hedge fund failures first 
became apparent in 1998. The hedge fund Long Term Capital Management 
(LTCM) experienced large losses related to the considerable positions — 
estimated to be as large as $100 billion — it had taken in various sovereign 
debt and other markets, and regulators coordinated with market 
participants to prevent a disorderly collapse that could have led to 
financial problems among LTCM’s lenders and counterparties and 
potentially to the rest of the financial system.® No taxpayer funds were 


’“See Goldstein v. Seatrilies and Exchange Commission, 451 F.3d 873 (D.C. Cir, 2006). In 
Goldstein, the petitioner challenged an SEC regulation under the Investment Adviser’s Act 
that defined “client" to include hedge fund investors and, therefore, prevented hedge fund 
advisers from qualifying for an exemption from registration for iriveslmcnt advisers with 
fewer than 15 clients. See Goldstein, 451 P.3d at 874-76. The Court of Appeals vacated the 
SEC's regulation- WTiile hedge fund advisers may be exempt from registration, the anti- 
fraud provisions of the Ad\'isers Act apply to all investment advisers, whether or not they 
are required to register under the Advisers Act, See Goldstein, 451 F,3d at 876. In August 
2007, SEC adopted a final rule under the Investment Advisers Act (rule 206{4) -8 which 
prohibits advisers from (1) making false or misleading statements to investors or 
prospective inve^rs in hedge funds and other pooled investment vehicles they advise, or 
(2) otherwise defrauding these iiiv'estors, 72 Fed. Reg. 44756 (Aug. 9, 2007)). 

’’’a counterparty is the opposite party in a bilateral agreement, contract, or transaction. 

AO, Long-Term Capital Management- Regulators Need to Fonts Greater Attention on 
Systemic Risk, GAO/GGD-00-3 (Washington, D.C.: Oct. 29, 1999). 
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used as part of this effort; instead, the various large financial institutions 
with large exposures to Uiis hedge fund agreed to provide additional 
funding of $3.6 billion until the fund could be dissolved in an orderly way. 
Since LTCM, other hedge funds have experienced near collapses or 
failures, including two funds owned by Bear Steams, but these events have 
not had as significant impact on the broader financial markets as LTCM. 

Also, since LTCM’s near collapse, investors, creditors, and counterparties 
have increased their efforts to impose market discipline on hedge funds. 
According to regulators and market participants, creditors and 
counteiparties have been conducting more extensive due diligence and 
monitoring risk exposures to their hedge fund clients. In addition, hedge 
fund advisers have improved disclosure and become more transparent 
about their operations, including their risk-management practices. 
However, we reported in 2008 that some regulators continue to be 
concerned that the counterparty credit risk created when regulated 
financial institutions transact with hedge funds can be a primary channel 
for potentially creating systemic risk.''' 


Credit Rating Agency Activities 
Also Illustrate the Failure of the 
Regulatory System to Address 
Risks Posed by Less-Regulated 
Entities 


Similar to hedge funds, credit rating agencies have come to play a critical 
role in financial markets, but until recently they received little regulatory 
oversight. ^\Tlile not acting as direct participants in financial markets, 
credit ratings are widely used by investors for distinguishing the 
creditworthiness of bonds and other securities. Additionally, credit ratings 
are used in local, federal, and international laws and regulations as a 
benchmark for permissible investments by banks, pension funds, and 
other institutional investors. Leading up to the recent crisis, some 
investors had come to rely heavily on ratings in lieu of conducting 
independent assessments on the quality of assets. This overreliance on 
credit ratings of subprime mortgage-backed securities and other 
structured credit products contributed to the recent turmoil in financial 
markets. As these securities started to incur losses, it became clear that 
their ratings did not adequately reflect the risk that these products 
ultimately posed. According to the trade publication Inside B&C Lending, 
the three major credit rating agencies have each downgraded more than 
half of the subprime mortgage-backed securities they originally rated 
between 2005 and 2007. 


’’See GAO-08-200. Counterparty credit risk is the risk that a loss will be incurred if a 
counterparty to a transaction does not fulfill its financial obligations in a timely manner. 
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However, despite the critical nature of these rating agencies in our 
financial system, the existing regulatory system failed to adequately 
foresee and manage their role in recent events. Until recently, credit rating 
agencies received little direct oversight and thus faced no explicit 
requirements to provide information to investors about how to understand 
and appropriately use ratings, or to provide data on the accuracy of their 
ratings over time that would allow investors to assess their quality. In 
addition, concerns have been raised over whether the way in which credit 
rating agencies are compensated by the issuers of the securities that they 
rate affects the quality of the ratings awarded. In a July 2008 report, SEC 
noted multiple weaknesses in the management of these conflicts of 
interest, including instances where analysts expressed concerns over fees 
and other business interests when issuing ratings and reviewing ratings 
criteria.®^ However, until 2006, no legislation had established statutory 
regulatoiy authority or disclosure requirements over credit rating 
agencies.*” Then, to improve the quality of ratings in response to events 
such as the failures of Enron and WorldCom — which highlighted the 
limitations of credit ratings in identifying companies’ financial strength — 
Congress passed the Credit Rating Agency Reform Act of 2006, which 
established limited SEC oversight, requiring their registration and certain 
recordkeeping and reporting requirements.*” 


’’*SEC, Summary Reporl of Issues IdenLified in (he Commission Stciff's Examinations of 
Select Credit Hating Ageiicies (Washiiigton, D.C., July 8, 2008). 

^^Previously, SEC regulations referred to credit ratings by “nationally recognized statistical 
rating organizations," or NRSROs, but Uiis designation was not established or defined in 
statute. SEC staff identified credit rating agencies as NRSROs through a no-action letter 
process in which they determine whether a rating agency had achieved broad market 
acceptance for its ratings. 

^Credit Rating Agency Reform Act of 2006, Pub. L, No. I09'291 (Sept 29, 2006), Under the 
act. a credit rating agency seeking to be treated as an NRSRO must apply for, and be 
granted, registration with SEC, make public in its application certain information to help 
persons ai^ess its credibility, and implement procedures to manage the handling of 
mateiial nonpublic information and conflicts of interest. In addition, the act provities the 
SEC with rulemaking authority to prescribe: the form of the application (including 
requiring the furnishing of additional information); the records an N RSRO must make and 
retain; the financial reports an NRSRO must furnish to SEC on a periodic basis; the specific 
procedures an NRSRO must implement to manage the heindling of material nonpublic 
information; the conflicts of interest an NRSRO must manage or avoid altogether; and the 
practices that an NRSRO must not engage in if SEC determines they are unMr, coercive, or 
abusive- The act expre^ly prohibits SEC from regulating the rating agencies’ 
methodologies or the substance of their ratings. Pub. L, No. 109-291 § -1(3). SEC adopted 
ndes implementing the act in June 2007. 72 Fed.. Reg. 33564 (June 18, 2007). 
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Since the financial crisis began, regulators have taken steps to address the 
important role of rating agencies in the financial system. In December 
2008, in response to the subprime mortgage crisis and resulting credit 
market strains, SEC adopted final rule amendments and proposed new 
rule amendments tliat would impose additional requirements on nationally 
recognized statistical rating organizations in order to address concerns 
raised about the policies and procedures for, transparency of, and 
potential conflicts of interest relating to ratings. Determining the most 
appropriate government role in overseeing credit rating activities is 
difficult. For example, SEC has expressed concerns that too much 
government intervention — such as regulatory requirements of credit 
ratings for certain investments or examining the underlying methodology 
of ratings — would unintentionally provide an unofficial “seal of approval” 
on the ratings and therefore be counterproductive to reducing 
overreliance on ratings. Whatever the solution, it is clear that the current 
regulatory system did not properly recognize and address the risks 
associated with the important role these entities played. 

Regulatory System Failed to 'The use by financial institutions of special-purpose entities provides 

Identify Risks Associated with another example of how less-regulated aspects of financial markets came 

Special-Purpose Entities to Pi^y increasingly important roles in recent years, creating challenges for 

regulators in overseeing risks at their regulated institutions, Many financial 
institutions created and transferred assets to these entities as part of 
securitizations for mortgages or to hold other assets and produce fee 
income for the institution that created it — known as the sponsor. For 
example, after new capital requirements were adopted in the late 1980s, 
some large banks began creating these entities to hold assets for which 
they would have been required to hold more capital against if the assets 
were held within their institutions. As a result, these entities are also 
known as off-balance sheet entities because they generally are structured 
in such a way that their assets and liabilities are not required to be 
consolidated and reported as part of the overall balance sheet of the 
sponsoring financial institution that created them. The amount of assets 
accumulated in these entities resulted in them becoming significant 
market participants in the last few years, For example, one large 
commercial bank reported that its off-balance sheet entities totaled more 
than $1 trillion in assets at the end of 2007. 

Some of these off-balance sheet entities were structured in a way that left 
them vulnerable to market disruptions. For example, some financial 
institutions created entities known as asset-backed commercial paper 
conduits that would purchase various assets, including mortgage-related 
securiti^, financial institution debt, and receivables from industrial 
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Credrt Rating$ and the Crisis 
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businesses. To obtaki the funds to purchase these assets, these special- 
puipose vehicles often borrowed using shorter-term instnunents, such as 
commercial p^er and medium-term notes. The difference between the 
interest paid to the commercial paper or note holders and the income 
earned on the entity’s ^sets produced fee and other income for the 
sponsoring institution. However, these structures carried the risk that the 
entity would find it difficult or costly to renew its debt financing under 
less-favorable ms^ket conditions. 

Although structured as off-balance sheet entities, when the tunnoil in the 
markets began in 2007, many financial institutions that had created these 
entities had to take back the loans and securities in certain types of these 
off-balance sheet entities. (See fig. 5.) 
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Figure 5: Example of an Off-Balance Sheet Entity 
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In other cases, sponsors of different 
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Source: 8^. 


In general, banks stepped in to finance the assets held by these entities 
■when they were unable to refinance their expiring debt due to market 
concerns over the qualify of the assets. In some cases, off-balance sheet 
entities relied oh emergency financing commitments that many sponsoring 
banks had extSnded tO these entities. In other cases, financial institutions 
supported trpubfed off-balance sheet entities to protect their reputations 
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with clients even when no explicit requirement to do so existed. This, in 
tuni, contributed to the reluctance of banks to lend as they had to fund 
additional troubled assets on their balance sheets. Thus, although the use 
of these entities seemingly had removed the risk of these assets from these 
institutions, their inability to obtain financing resulted in the ownership, 
risks, and losses of these entities’ assets coming back into many of the 
sponsoring financial institutions. 

According to a 2008 IMF study, financial institutions’ use of off-balance 
sheet entities made it difficult for regulators, as well as investors, to fully 
understand the associated risks of such activities. In response to these 
developments, regulators and others have begun to reassess the 
appropriateness of the regulatory and accounting treatment for these 
entities. In January 2008, SEC asked the Financial Accounting Standards 
Board (FASB), which establishes U.S. financial accounting and reporting 
standards, to consider further improvements to the accounting and 
disclosure for off-balance sheet transactions involving securitization. 

FASB and the International Accounting Standards Board both have 
initiated projects to improve the criteria for determining when financial 
assets and related liabilities that institutions transfer to special-purpose 
entities should be included on the institutions’ own balance sheets — 
known as consolidation — and to enhance related disclosures. As part of 
this effort, FASB issued proposed standards that would eliminate a widely 
used accounting exception for off-balance sheet entities, introduce a new 
accounting model for determining whether special-purpose entities should 
be consolidated that is less reliant on mathematical calculations and more 
closely aligned with international standards, and require additional 
disclosures about institutions’ involvement with certain special-purpose 
entities. On December 18, 2008, the International Accounting Standards 
Board also issued a proposed standard on consolidation of special- 
purpose entities and related risk disclosures. In addition, in April 2008, the 
Basel Committee on Banking Supervision announced new measures to 
capture off-balancc sheet exposures more effectively, 

Nevertheless, this serves as another example of the failure of the existing 
regulatory system to recognize the problems with less-regulated entities 
and take steps to address them before they escalate. Existing accounting 
and disclosure standards had not required banks to extensively disclose 
their holdings in off-balance sheet entities and allowed for very low capital 
requirements. As a March 2008 study by the President’s Working Group on 
F'inancial Markets noted, before the recent market turmoil, supervisory 
authorities did not insist on appropriate disclosures of firms’ potential 
exposure to off-balance sheet entities. 
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New and Complex 
Financial Products and 
Services Also Revealed 
Limitations in the 
Regulatory Structure 


Another development that has revealed limitations in the current 
regulatory structure has been the proliferation of more complex financial 
products. Although posing challenges, these new products also have 
provided certain benefits to financial markets and consumers. For 
example, the creation of securitized products such as mortgage-backed 
securities increased the liquidity of credit markets by providing additional 
funds to lenders and a wider range of investment returns to investors with 
exce^ funds. Other useful product innovations included OTC derivatives, 
such as currency options, which provide a purchaser the right to buy a 
specified quantity of a currency at some future date, and interest rate 
swaps, which allow one party to exchange a stream of fixed interest rate 
payments for a stream of variable interest rate payments. These products 
help market participants hedge their risks or stabilize their cash flows. 
Alternative mortgage products, such as interest-only loans, originally were 
used by a limited subset of the population, mainly wealthy borrower, to 
obtain more convenient financing for home purchases. Despite these 
advantages, the complexity and expanded use of new products has made it 
difficult for the current regulatory system to oversee risk management at 
institutions and adequately protect individual consumers and investors. 


New Complex Securitized Collateralized debt obligations (CDO) are one of the new products that 

Products Have Created proliferated and created challenges for financial institutions and 

Difficulties for Institutions and regulators. In a basic CDO. a group of loans or debt securities are pooled 
Regulators in Valuing and securities are then issued in different tranches that vary in risk and 

Assessing Their Risks return depending on how the underlying cash flows produced by the 

pooled assets are allocated. If some of the underlying assets defaulted, the 
more juitior tranches — and thus riskier ones — would absorb these losses 
first before the more senior, less-risky tranches. Purchasers of these CDO 
securities included insurance companies, mutual funds, commercial and 
investment banks, and pension funds. Many CDOs in recent years largely 
consisted of mortgage-backed securities, including subprime mortgage- 
backed securities. 


Although CDOs have existed since the i980s, recent changes in the 
underlying asset mix of these products led to increased risk that was 
poorly understood by the financial institutions involved in these 
investments. CDOs had consisted of simple securities like corporate bonds 
or loans, but more recently have included subprime mortgage-backed 
securities, and in some cases even lower-rated classes of other equally 
complex CDOs. Some of these CDOs included investments in 100 or more 
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asset-backed securities, each of which had its own large pool of loans and 
specific payment structures.^'^ A large share of the total value of the 
securities i^ued were rated AA or AAA — designating them as very safe 
investments and unlikely to default — by the credit rating agencies. In part 
because of their seemingly high returns in light of their rated risk, demand 
for these new CDOs grew rapidly and on a large scale. Between 2004 and 
2007, nearly all adjustable-rate subprime mortgages were packaged into 
mortgage-backed securities, a large portion of which were structured into 
CDCte. 

As housing prices in the United States softened in the last 2 years, default 
and foreclosure rates on the mortgages underlying many CDOs rose and 
the credit rating agencies downgraded many CDO ratings, causing 
investors to become unwilling to purchase these products in the same 
quantities or at the prices previously paid. Many financial institutions, 
including large commercial and investment banks, struggled to realize the 
size of their exposure to subprime credit risk. Many of these institutions 
appeared to have underestimated the amount of risk and potential losses 
that they could face from creating and investing in these products, 
Reductions in the value of subprime-backed CDOs have contributed to 
reported losses by financial institutions totaling more than $750 billion 
globally, as of September 2008, according to the International Monetary 
Fund, which estimates that total losses on global holdings of U.S. loans 
and securities could reach $1.4 trillion. 

Several factors could explain why institutions — and regulators — did not 
effectively monitor and limit the risk that CDOs represented. Products like 
CDOs have risk characteristics that differ from traditional investments. 
First, the variation and complexity of the CDO structures and the 
underlying assets they contain often make estimating potential losses and 
determining accurate values for these products more difficult than for 
traditional securities. Second, although aggregating multiple assets into 
these structures can diversify and thus reduce the overall risk of the 
securities issued from them, their exposure to the overall housing market 
downturn made investors reluctant to purchase even the safest tranches, 
which produced large valuation losses for the holders of even the highest- 


■’"CDO cash flows also be affected by other contract terms, such as detailed provisions 
that divert payments from the junior classes to the more senior classes when certain 
conditions are met, such as if the portfolio value or interest proceeds fall below a certain 
level. 
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Growth in OTC Derivatives 
Markets, Which Feature 
Complex Products That Are 
Not Regulated, Raised 
Regulator Concerns about 
Systemic Risk and Weak 
Market Infrastructure 


rated CDO securities.® Finally, Federal Reserve staff noted that an 
additional reason these securities performed worse than expected was 
that rating agencies and investors did not believe that housing prices could 
have fallen as significantly as they have. 

The lack of historical performance data for these new instruments also 
presented challenges in estimating the potential value of these securities. 
For example, the Senior Supervisors Group — a body comprising senior 
financial supervisors from France, Germany, Switzerland, the United 
Kingdom, and the United States — reported that some financial institutions 
substituted price and other data associated with traditional corporate debt 
in their loss estimation models for similarly rated CDO debt, which did not 
have sufficient historical data.''’ As a report by a group of senior 
representatives of financial regulators and institutions has noted, the 
absence of historical information on the performance of CDOs created 
uncertainty around the standard risk-management tools used by financial 
institutions.® Further, structured products such as CDOs may lack an 
active and liquid market, as in the recent period of market stress, forcing 
participants to look for other sources of valuation infonnation when 
market prices are not readily available. For instance, market participants 
often turned to internal models and other methods to value these 
products, which raised concerns about the consistency and accuracy of 
the resulting valuation infonnation. 

The rapid growth in OTC derivatives — or derivatives contracts that are 
traded outside of regulated exchanges — is another example of how the 
emergence of large markets for increasingly complex products has 
challenged our financial regulatory system. OTC derivatives, which began 
trading in the 1980s, have developed into markets with an estimated 
notional value — which is the amount underlying a financial derivatives 
contract — of about $596 trillion, as of December 2007, according to the 


®For more information, see The Joint Forum, Bank for International Settlements, Credit 
Risk Transfer: Developments from S005 to 2007 (Basel, Switzerland, April 2008). 

“^"See the Senior Supervisors Group, Observations cm Risk Management Practices during 
the Recent Market Turbtilenee (New York. Mar. 6, 2008). 

®See the Financial St^ility Forum, Report of the Financial Stability Forum on 
Enhancing Market and Institutional Resilience (Basel, Switzerland, Apr. 7, 2008). Tlie 
Financial Stability F’orum promotes internalionai fmanciai stability through information 
exchange and internataoni cooperation in financial supervision and surveillance. !t is 
composed of senior representatives of national financial authorities and various 
international financial organizations and the European Central Bank. 
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Bank for International Settlements/’® OTC derivatives transactions are 
generally not subject to regulation by SEC, CFTC, or any other U.S. 
financial regulator and in particular are not subject to similar disclosure 
and other requirements that are in place for most securities and exchange- 
traded futures products. Institutions that conduct derivatives transactions 
may be subject to oveisight of their lines of business by their regulators. 
For example, commercial banks that deal in OTC derivatives are subject to 
full examinations by their respective regulators. On the other hand, 
investment hanks generally conducted their OTC derivatives activities in 
affiliates or subsidiaries that tr^itionally — since most OTC derivatives are 
not securities — were not subject to direct oversight by SEC, although SEC 
did review how the largest investment banks that were subject to its CSE 
program were managing the risk of such activities. 

Although OTC derivatives and their markets are not directly regulated, the 
risk exposures that these products created among regulated financial 
institutions can be sometimes large enough to raise systemic risk concerns 
among regulators. For example, Bear Steams, the investment bank that 
experienced financial difficulties as the result of its mortgage-backed 
securities activities, was also one of the largest OTC derivatives dealers. 
According to regulators, one of the primary reasons the Federal Reserve, 
which otherwise had no regulatory authority over this securities firm, 
facilitated the sale of Bear Steams rather than let it go bankmpt was to 
avoid a potentially large systemic problem because of the firm’s large OTC 
derivatives obligations. More than a decade ago, we reported that the large 
financial interconnections between derivatives dealers posed risk to the 
financial system and recommended that Congress and financial regulators 
take action to ensure that the largest firms participating in the OTC 
derivatives markets be subject to similar regulatory oversight and 
requirements."® 


’"The notional amount is the amount upon which payments between parties to certain 
types of derivatives contracts are based. V^lien this amount is not exchanged, it is not a 
measure of the amount at risk in a transaction. According to the Bank for Intemational 
Settlements, llie amount at risk, as measured by the gross market value of OTC derivatives 
outstanding, was $15 trillion, as of December 2007, or about 2 percent of the 
notional/contract amount. (The gross market value is the cost that would be incurred if the 
outstanding contracts were replaced at prevailing market prices.) 

""GAO, Hnancial Derivatives: Actions Needed to Protect the Finmicial System, 
GAO/GGD-94- 133 (Washington. D.C.: May 18, 1994). 
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The market for one type of OTC derivative — credit default swaps — had 
grown so large that regulators became concerned about its potential to 
create systemic risks to regulated financial institutions. Credit default 
swaps are contracts that act as a type of insurance, or a way to hedge 
risks, against default or another type of credit event associated with a 
security such as a corporate bond. One party in the contract — the seller of 
protection — agrees, in return for a periodic fee, to compensate the other 
party — the protection buyer — if the bond or other underlying entity 
defaults or another specified credit event occurs. In recent years, the size 
of the market for credit default swaps (in terms of tlie notional amount of 
outstanding contracts) has increased almost tenfold from just over S6 
trillion in 2(K)4 to almost $58 trillion at the end of 2007, according to the 
Bank for International Settlements. 

As this market has grown, regulators increasingly have become concerned 
about the adequacy of the infrastructure in place for clearing and settling 
these contracts, especially the ability to quickly resolve contracts in the 
event of a large market participant failure. For example, in September 
2008, concerns over the effects that a potential bankruptcy of AIG — which 
was a large seller of credit default swaps — would have on this firm’s swap 
counterparties contributed to a decision by the Federal Reserve to lend 
the firm up to $85 billion.®’ The Federal Reserve expressed concern at the 
time that a disorderly failure of AIG could add to already significant levels 
of financial market fragility and lead to substantially higher borrowing 
costs, reduced household wealth, and materially weaker economic 
performance. As with other OTC derivatives, credit default swaps are not 
regulated as products, but many of the large U.S. and internationally 
regulated financial institutions act as dealers. Despite the credit default 
market’s rapid growth, as recently as 2005 the processing of transactions 
was still paper-based and decentralized. Regulators have put forth efforts 
over the years to strengthen clearing and settlement mechanisms. For 
example, in September 2005, the Federal Reserve Bank of New York began 
working with dealers and market participants to strertgthen arrangements 
for clearing and settling these swap transactions. Regulators began 
focusing on reducing a large backlog of unconfirmed trades, which can 
inhibit market partkripants’ ability to manage their risks if errors are not 
found quickly or if uncertainty exists about how other institutions would 


“'Subsequently, the Federal Reserve a^ed to loan AIG up to an additional $38 billion. In 
November 2008, the Federal Reserve and U.S. Treaisury restructured these lending 
arrangements with a new financial support package totaling over $150 billion. 
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be affected by the failure of a firm with which they hold credit default 
swap contr^ts. Regulators continue to monitor dealei^’ progress on these 
efforts to reduce operational risk arising from these products, and recently 
have begun holding discussions with the largest credit derivatives dealers 
and other entities, including certain exchanges, regarding the need to 
establish a centralized clearing facility, which could reduce the risk of any 
one dealer’s failure to the overall system. In November 2008, the 
President’s Working Group on Financial Markets announced policy 
objectives to guide efforts to address challenges associated with OTC 
derivatives, including recommendations to enhance the market 
infrastructure for credit default swaps. However, as of December 2008, no 
such entity had begun operations. 

New Complex Products Have Th® regulations requiring that investors receive adequate information 
Also Created Challenges for about the risks of financial assets being marketed to them are also being 

Regulators in Ensuring challenged by the development of some of these new and complex 

Adequate Investor and products. For some of the new products that have been created, market 

Consumer Protection participants sometimes had difficulty obtaining clear and accurate 

information on the value of these assets, their risks, and other key 
information. In some cases, investors did not perform needed due 
diligence to fully understand the risks associated with their investment. In 
other cases, investors have claimed they were misled by broker-dealers 
about the advantages and disadvantages of products. For example, 
investors for municipal governments in Australia have accused Lehman 
Brothers of misleading them regarding the risks of CDOs. As another 
example, the treasurer of Orange County who oversaw investments 
leading to the county’s 1994 bankruptcy claimed to have relied on the 
advice of a large securities firm for his decision to pursue leveraged 
investments in complex structured products. Finally, a number of financial 
institutions — including Bank of America, Wachovia, Merrill Lynch, and 
UBS — have recently settled SEC allegations tliat these institutions misled 
investors in selling auction-rate securities, which are bonds for which the 
interest rates are regularly reset through auctions. In one case, Bank of 
America, in October 2008, reached a settlement in principle in response to 
SEC charges that it made misrepresentations to thousands of businesses, 
charities, and institutional investors when it told them that the products 
were safe and highly liquid cash and money market alternative 
investments. 

Similarly, the introduction and expansion of increasingly complicated 
retail products to new and broader consumer populations has also raised 
challenges for regulators in ensuring that consumers are adequately 
protected. Consumers face growing difficulty in understanding the relative 
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advantages and disadvantages of products such as mortgages and credit 
cards with new and increasingly complicated features, in part because of 
limitations on the part of regulatory agencies to improve consumer 
disclosures and financial literacy. For example, in the last few years many 
borrowers likely did not understand the risks associated with taking out 
their loans, especially in the event that housing prices would not continue 
to increase at the rate at which they had been in recent years. In particular, 
a signiHcant majority of subprime borrowers from 2003 to 2006 took out 
adjustable-rate mortgages whose interest rates were fixed for the first 2 or 
3 years but then ac^usted to often much higher interest rates and 
correspondingly higher mortgage payments. In addition, many borrowers 
took out loans with interest-only features that resulted in significant 
increases in mortgage payments later in the loan. The combination of 
reduced underwriting standards and a slowdown in house price 
appreciation led many borrowers to default on their mortgages. 

Alternative mortgage products such as interest-only or payment option 
loans, which allow borrowers to defer repayment of principal and possibly 
part of the interest for the first few years of the loan, grew in popularity 
and expanded greatly in recent years. From 2003 through 2005, 
originations of these typos of mortgage products grew threefold, from less 
than 10 percent of residential mortgage originations to about 30 percent. 
For many years, lenders had primarily marketed these products to wealthy 
and financially sophisticated borrowers as financial management tools. 
However, lenders increasingly marketed alternative mortgage products as 
affordability products that enabled a wider spectrum of borrowers to 
purchase homes they might not have been able to afford using a 
conventional fixed-rate mortgage. Lenders also increased the variety of 
such products offered after interest rates rose and a«^ustable rate 
mortgages became less attractive to borrowers. 

In past work, we found that most of the disclosures for alternative 
mortgage products that we reviewed did not always fully or effectively 
explain the risks associated with these products and lacked information 
on some important loan features.'^ Some evidence suggests more generally 
that existing mortgage disclosures w^ere inadequate, a problem that is 
likely to grow with the increased complexity of products. A 2007 Federal 
Trade Commission report found that both prime and subprime borrowers 


‘'■^SeeGAO-OG-1021. 
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failed to understand key loan terms when viewing current disclosures.® In 
addition, some market observers have been critical of regulators’ oversight 
of these products and whether products with such complex features were 
appropriate for some of the borrowers to which they were marketed. For 
example, some were critical of tlie Federal Reserve for not acting more 
quickly to use its authority under the 1994 Home Ownership and Equity 
Protection Act to prohibit unfair or deceptive acts or practices in the 
mortgage market Although the Federal Reserve took steps in 2001 to ban 
some practices, such as engaging in a pattern or practice of refinancing 
certain high-cost loans when it is not in the borrower’s interest, it did not 
act again until 2008, when it banned additional products and practices, 
such as certain loans with limited documentation. In a 2007 testimony, a 
Federal Reserve official noted that writing such rules is difficult, 
particularly since determinations of unfairness or deception depend 
heavily on the facts of an individual case." 

Efforts by regulators to respond to the increased risks associated with 
new mortgage products also have sometimes been slowed in part because 
of the need for five federal regulators to coordinate their response. In late 
2005, regulators beg^ crafting regulatory guidance to strengthen lending 
practices and improve disclosures for loans that start with relatively low 
payments but leave borrowers vulnerable to much higher ones later. The 
regulatoi-s completed their first set of such standards in September 2006, 
with respect to the disclosure of risks associated with nontraditional 
mortgage products, and a second set, applicable to subprime mortgage 
loans, in June 2007,'''' Some industry observ'ers and consumer advocacy 
groups have criticized the length of lime it took for regulators to issue 
these changes, noting that the second set of guidance was released well 
after many subprime lenders had already gone out of business. 


^Federal Tra<le Commission, Inijrroving Covsumer Mortgage Disclosures: An. Empirical 
Assessmmt of Current and Prototype Disclosure Forms: A Bureau of Economics Staff 
Report. (Washington D.C.: June 2007). 

louse of Representatives Committee on Financial Services, Subcommittee on Financial 
institutions and Consumer Credit, Subprime Mortgages, 1 10'" Cong. 2"'* sess, , Mar. 27, 2007 
(testimony of Sandra F. Braunstein, Director, Dmsion of Consumer and Community 
Affairs, Federal Reserve). 

‘^'71 Fed. Reg. 158609 (Oct. 4, 2006) “Interagency Guidance on Nontraditional Mortgage 
Product Risks": 72 Fed. Reg. 375^ (Jul 10, 2007) “Statement on Subprime Mortgage 
Lending”. 
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As variations in the types of credit card products and terms have 
proliferated, consumers also have faced difficulty understanding the rates 
and terms of their credit card accounts. Credit card rate and fee 
disclosures have not always been effective at clearly conveying associated 
charges and fees, creating challenges to informed financial decision 
making. Although credit card issuers are required to provide cardholders 
with information aimed at facilitating informed use of credit, these 
disclosures have serious weaknesses that likely reduce consumers’ ability 
to understand the costs of using credit cards. Because the pricing of credit 
cards is not generally subject to federal regulation, these disclosures are 
the primary federal consumer protection mechanism against inaccurate 
and unfair credit card practices. However, we reported in 2006 that the 
disclosures in materials provided by four of the largest credit card issuem 
were loo complicated for many consumers to understand, Following our 
report, Federal Reserve staff began using consumer testing to involve 
them to a greater extent in the preparation of potentially new and revised 
disclosures, and in May 2007, issued proposed changes to credit card 
disclosure requirements. Nonetheless, the Federal Reserve recognizes the 
challenge of presenting the information that consumers may need to 
understand the costs of their cards in a clear way, given the increasingly 
complicated terms of credit card products,®® In December 2008, the 
Federal Reserve, OTS, and NCUA finalized rules to ban various unfair 
credit card practices, such as allocating payments in a way that unfairly 
maximizes interest charges. 

The expansion of new and more complex products also raises challenges 
for regulators in addressing financial literacy. We have also noted in past 
work that even a relatively clear and transparent system of disclosures 
may be of limited use to borrowers who lack sophistication about financial 
matters.®’ In response to increasing evidence that many Americans are 
lacking in financial literacy, the federal government has taken steps to 
expand financial education efforts, However, attempts by the Financial 
Literacy and Education Commission to coordinate federal financial 
literacy efforts have sometimes proven difficult due, in part, to the need to 
reach consensus among its 20 participating federal agencies, which have 
different missions and perspectives. Moreover, the commission’s staff and 


“See GAO, Credit Cards: Increased Cfnnplexity in Rates and Fees Heightens Need for 
More Effective Disclosures to Consumers, GA()-0{j-929 (Washington, D.C.: Sept. 12, 2006). 

®’See GAO-04-280. 
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funding resources are relatively small, and it has no legal authority to 
require agencies to redirect their resources or take other actions.® 

Increased Complexity and As new and increasingly complex financial products have become more 

Other Factors Have Challenged common, FASB and SEC have also faced challenges in trying to ensure 
Accounting Standard Setters that accounting and financial reporting requirements appropriately meet 
and Regulators the needs of investors and other financial market participants.*’ The 

development and widespread use of increasingly complex financial 
products has heightened the importance of having effective accounting 
and financial reporting requirements that provide interested parties with 
information that can help them identify and assess risk. As the pace of 
financial innovation increased in the last 30 years, accounting and 
financial reporting requirements have also had to keep pace, with 72 
percent of the current 163 standards having been issued since 1980 — some 
of which were revisions and amendments to recently established 
standards, which evidences the challenge of establishing accounting and 
financial reporting requirements that respond to needs created by financial 
innovation. 

As a result of the growth in complex financial instruments and a desire to 
improve the usefulness of financial information about them, U.S. standard 
setters and regulators currently are dealing with accounting and auditing 
challenges associated with recently developed standards related to valuing 
financial instruments and special-purpose entities. Over the last year, 
owners and issuers of financial instruments have expressed concerns 
about implementing the new fair value accounting standard, which 
requires that financial assets and liabilities be recorded at fair or market 
value. SEC and FASB have recently issued clarifications of measuring fair 
value when there is not an active market for the financial instrument.^" In 
addition, market participants raised concerns about the availability of 


^See GAO, Financial Literacy and Education Commission: f\irth.er Progress Needed to 
Ensure an Effective National Strategy, GAO-()7-l()() (Washington. D.C.: Dec. 4, 2006). 

“’FASB issues generally accepted accounting principles for financial statements prepared 
by nongovernmental entities in the United States. SEC issues Fmanciai reporting and 
disclosure requirements for U.S. publicly traded companies and recognizes the standards 
issued by FASB as “generally accepted" within the United States. SEC oversees FASB’s 
standard-setting activities- 

TaSB Staff Position No. FAS 157-3, Deteimining the Fair Value of a Financiat Asset 
When the Market for That Asset Is Not Active (Oct. 10, 2008); and SEC Press Release No. 
2008-234, SEC Office of the Chief Accountant and FASB Slajf Clarifications on Fair 
Value Accounting (Sept. 30, 2008). 
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useful accounting and financial reporting information to assess the risks 
posed by special-puipt^e entities. Under current accounting rules, 
publicly traded companies that create qualifying special-purpose entities 
are allowed to move qualifying assets and liabilities associated with 
certain complex financial instruments off the issuing company’s balance 
sheets, which results in virtually no accounting and financial reporting 
information being available about the entities’ activities. Due to the 
accounting and finzmcial reporting treatment for these special-purpose 
entities, as the subprime crisis worsened, banks initially refused to 
negotiate loans with homeowners because banks were concerned that the 
accounting and financial reporting requirements would have the banks put 
the assets and liabilities back onto their balance sheets. In response to 
questions regarding modification of loans in special-purpose entities, the 
SEC’s Chief Accountant issued a letter that concluded his office would not 
object to loans being modified pursuant to specific screening criteria. In 
response to these concerns, FASB expedited its standards-setting process 
in order to reduce the amount of time before the issuance of a new 
accounting standard that would effectively eliminate qualified special- 
purpose entities.^' 

Standard setters and regulators also face new challenges in dealing with 
global convergence of accounting and auditing standards. The rapid 
integration of the world’s capital markets has made establishing a single 
set of effective accounting and financial reporting standards increasingly 
relevant. FASB and SEC have acknowledged the need to address the 
convergence of U.S. and international accounting standards, and SEC has 
proposed having U.S. public companies use International Financial 
Reporting Standards by 2014. As the globalization of accounting standards 
moves forward, U.S. standard setters and regulators need to anticipate and 
manage the challenges posed by their development and implementation, 
such as how to apply certain standards in unique legal and regulatory 
environment frameworks in the United States as well as in certain unique 
industry niches. Ensuring that auditing standards applicable to U.S. public 
companies continue to provide the financial markets with the important 


'‘On September 15, 2008, FASB issued an exposure draft, Disclosures about Travsfers of 
Financial Assets and Interests in Variable Interest Entities, for a 30-day comment period 
that closed on October 15, 2008. On December 1 1 , 2008, FASB issued FASB Staff Position 
(FSP) F'AS 140-4 and FIN 46(R)-8, Disclosures by Ihibtic Entities CEnteTyi'ises) about 
Transfers of Financial Assets and Interests in Variable Interest Entities. This document 
requires additional disclosures about transfers of financial assets and variable interests in 
qualifying fecial purpose entities, it also requires public enterprises to provide additional 
disclosures about their involvement with variable interest entities. 
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and iridependent assurances associated with existing U.S. auditing 
standards will also prove challenging to the Public Company Accounting 
Oversight Boani. 

Globalization Will Further -lust as global accounting and auditing standards are converging, financial 

Challenge the Existing U.S. markets around the world are becoming increasingly interlinked and 

Regulatory System global in nature, requiring U.S. regulators to work with each other and 

other countries to effectively adapt. To effectively oversee large financial 
services firms that have operations in many countries, regulators from 
various countries must coordinate regulation and supervision of financial 
sendees across national borders and must communicate regularly. 
Although financial regulators have effectively coordinated in a number of 
ways to accommodate some changes, the current fragmented regulatory 
structure has complicated some of these efforts. 

For example, the current U.S, regulatory system complicates the ability of 
financial regulators to convey a single U.S. position in international 
discussions, such as those related to the Basel Accords process for 
developing international capital standards. Each federal regulator involved 
in these efforts oversees a different set of institutions and represents an 
important regulatory perspective, which has made reaching consensus on 
some issues more difficult than others. Although U.S. regulators generally 
agree on the broad underlying principles at the core of Basel II, including 
increased risk sensitivity of capital requirements and capital neutrality, in 
a 2004 report we noted that although regulators communicated and 
coordinated, they sometimes had difficulty agreeing on certain aspects of 
the process.™ As we reported, in November 2003, members of the House 
Financial Services Committee warned in a letter to the bank regulatory 
agencies that the discord surrounding Basel II had weakened the 
negotiating position of the United States and resulted in an agreement that 
was less than favorable to U.S. financial institutions.” International 
officials have also indicated that the lack of a single point of contact on, 
for example, insurance issues has complicated regulatory decision 
making. However, regulatory officials told us that the final outcome of the 
Basel II negotiations was better than it would have been with a single U.S. 
representative because of the agencies’ varying perspectives and 
expertise. In particular, one regulator noted that, in light of the magnitude 


™GAO-05-61. 

^’Letter from Representative Michaei Oxley et al. to Chairman Alan Greenspan et a!., 
Nov. 3, 2003. 
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of recent losses at banks and the failure of banks and rating agencies to 
predict such losses, the additional safeguards built into how U.S. 
regulators adopted Basel II are an example of how more than one 
regulatory perspective ctm improve policymaking. 


A Framework for 
Crafting and 
Assessing Alternatives 
for Reforming the U.S. 
Financial Regulatory 
System 


The U.S. regulatory system is a fragmented and complex system of federal 
and state regulators — ^put into place over the past 150 years — that has not 
kept pace with the major developments that have occurred in financial 
markets and products in recent decades. In 2008, the United States finds 
itself in the midst of one of the worst financial crises ever, with instability 
threatening global financial markets and the broader economy. \^Tiile 
much of the attention of policymakers understandably has been focused 
on taking short-term steps to address the immediate nature of the crisis, 
attention has also turned to the need to consider significant reforms to the 
financial regulatory system to keep pace with existing and anticipated 
challenges in financial regulation. 


While the current U.S. system has many features that could be preserved, 
the significant limitations of the system, if not addressed, will likely fail to 
prevent future crises that could be as hannful as or worse than those that 
have occurred in the past. Making changes that better position regulators 
to oversee firms and products that pose risks to the financial system and 
consumers and to adapt to new products and participants as these arise 
would seem essential to ensuring that our financial services sector 
continues to serve our nation’s needs as effectively as possible. 


We have conducted extensive work in recent decades reviewing the 
impacts of market developments and overseeing the effectiveness of 
financial regulators’ activities. In particular, we have helped Congress 
address financial crises dating back to the savings and loan and LTCM 
crises, and more recently over the past few years have issued several 
reports citing the need to modernize the U.S. financial regulatory 
structure. In this report, consistent with our past work, we are not 
proposing the fonn and structure of what a new financial regulatory 
system should look like. Instead, we are providing a framework, consisting 
of tJie following nine elements, that Congress and others can use to 
evaluate or craft proposals for financial regulatory reform. By applying the 
elements of this framework to proposals, the relative strengths and 
weaknesses of each one should be better revealed. Similarly, the 
framework we present could be used to craft a proposal or to identify 
aspects to be added to existing proposals to make them more effective and 
appropriate for addressing the limitations of the current system. The nine 
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elements could be addressed in a variety of ways, but each is critically 
important in establishing the most effective and efficient financial 
regulatory system possible. 

1. Clearly defined regulatory goals, A regulatory system should 
have goals that are clearly articulated and relevant, so that 
regulators can effectively conduct activities to implement their 
missions. 

A critical first step to modernizing the regulatory system and enhancing its 
ability to meet the challenges of a dynamic financial services industry is to 
clearly define regulatory goals and objectives. In the background of this 
report, we identify four broad goals of financial regulation that regulators 
have generally sought to achieve. These include ensuring adequate 
consumer protections, ensuring the integrity and fairness of markets, 
monitoring the safety and soundness of institutions, and acting to ensure 
the stability of the overall financial system. However, these goals are not 
always explicitly set in the federal statutes and regulations that govern 
these regulators. Having specific goals clearly articulated in legislation 
could serve to better focus regulators on achieving their missions with 
greater certainty and purpose, and provide continuity over time. 

Given some of the key changes in financial markets discussed earlier in 
this report — particularly the increased interconnectedness of institutions, 
the increased complexity of products, and the increasingly global nature of 
financial markets — Congress should consider the benefits that may result 
from re-examining the goals of financial regulation and making explicit a 
set of comprehensive and cohesive goals that reflect today’s environment, 
For example, it may be beneficial to have a clearer focus on ensuring that 
products are not sold with unsuitable, unfair, deceptive, or abusive 
features: that systemic risks and the stability of the overall financial 
system are specifically addressed; or that U.S. firms are competitive in a 
global environment. This may be especially important given the history of 
financial regulation and the ad hoc approach through which the existing 
goals have been established, as discussed earlier. 

We found varying views about the goals of regulation and how they should 
be prioritized. For example, representatives of some regulatory agencies 
and industry groups emphasized the importance of creating a competitive 
financial system, whereas members of one consumer advocacy group 
noted that reforms should focus on improving regulatory effectiveness 
rather than addressing concerns about market competitiveness. In 
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addition, as tlie Federal Reserve notes, financial regulatory goals often will 
prove interdependent and at other times may conflict. 

Revisiting the goals of financial regulation would also help ensure that all 
involved entities — legislators, regulators, institutions, and consumers — are 
able to work jointly to meet the intended goals of financial regulation. 

Such goals and objectives could help establish agency priorities and define 
responsibility and accountability for identifying risks, including those that 
cross markets and industries. Policymakers should also carefully define 
jurisdictional lines and weigh the advantages and disadvantages of having 
overlapping authorities, ^\'hiie ensuring that the primary goals of financial 
regulation — including system soundness, market integrity, and consumer 
protection — are better articulated for regulators, policymakers will also 
have to ensure that regulation is balanced with other national goals, 
including facilitating capital raising, innovation, and other benefits that 
foster long-term growth, stability, and welfare of the United States. 

Once these goals are agreed upon, policymakers will need to determine 
the extent to which goals need to be clarified and specified through rules 
and requirements, or whether to avoid such specificity and provide 
regulators with greater flexibility in interpreting such goals. Some reform 
proposals suggest “principles-based regulation” in which regulators apply 
broad-based regulatory principles on a case-by-case basis. Such an 
approach offers the potential advantage of allowing regulators to better 
adapt to changing market developments. Proponents also note that such 
an approach would prevent institutions in a more rules-based system from 
complying with the exact letter of the law while still engaging in unsound 
or otherwise undesirable financial activities. However, such an approach 
has potential limitations. Opponents note that regulators may face 
challenges to implement such a subjective set of principles. A lack of clear 
rules about activities could lead to litigation if financial institutions and 
consumers alike disagree with how regulators interpreted goals. 
Opponents of principles-based regulation note that industry participants 
who support such an approach have also in many cases advocated for 
bright-line standards and increased clarity in regulation, which may be 
counter to a principles-based system. The most effective approach may 
involve both a set of broad underlying principles and some clear technical 
rules prohibiting specific activities that have been identified as 
problematic. 
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Key issues to be addressed: 

• Clarify and update the goals of financial regulation and provide 
sufficient information on how potentially conflicting goals might be 
prioritized. 

• Detennine the appropriate balance of broad principles and specific 
rules that will result in the most effective and flexible 
implementation of regulatory goals. 

2. Appropriately comprehensive. A regulatory system should 
ensure that financial institutions and activities are regulated in a 
way that ensures regulatory goals are fully met. As such, activities 
that pose risks to consumer protection, financial stability, or other 
goals should be comprehensively regulated, while recognizing that 
not all activities will require the same level of regulation. 

A financial regulatory system should effectively meet the goals of financial 
regulation, as articulated as part of this process, in a way that is 
appropriately comprehensive. In doing so, policymakers may want to 
consider how to ensure that both the breadth and depth of regulation are 
appropriate and adequate. That is, poiic3m\akers and regulators should 
consider how to make determinations about which activities and products, 
both new and existing, require some aspect of regulatory involvement to 
meet regulatory goals, and then make determinations about how extensive 
such regulation should be. As we have noted, gaps in the current level of 
federal oversight of mortgage lenders, credit rating agencies, and certain 
complex financial products such as CDOs and credit default swaps likely 
have contributed to the current crisis. Congress and regulators may also 
want to revisit the extent of regulation for entities such as banks that have 
traditionally fallen within full federal oversight but for which existing 
regulatory efforts, such as oversight related to risk management and 
lending standards, have been proven in some cases inadequate by recent 
events. However, overly restrictive regulation can stifle the financial 
sectors' ability to innovate and stimulate capital formation and economic 
growth. Regulators have struggled to balance these competing objectives, 
and the current crisis appeare to reveal that the proper balance was not in 
place in the regulatory system to date. 
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Key issues to be addressed: 

• Identily risk-based criteria, such as a product’s or institution’s 
potential to harm consumers or create systemic problems, for 
determinii^ the appropriate level of oversight for financial 
activities and institutions. 

• identify ways that regulation can provide protection but avoid 
hampering innovation, capital formation, and economic growth. 

3. Systemwide focus. A regulatory system should include a 
mechanism for identifying, monitoring, and managing risks to the 
financial system regardless of the source of the risk or the 
institutions in which it is created. 

A regulatory system should focus on risks to the financial system, not just 
institutions. As noted earlier, with multiple regulators primarily 
responsible for individual institutions or markets, none of the financial 
regulators is tasked with assessing the risks posed across the entire 
financial system by a few institutions or by die collective activities of the 
industry. As wc noted earlier in the report, the collective activities of a 
number of entities — including mortgage brokers, real estate professionals, 
lenders, borrowers, securities underwriters, investors, rating agencies and 
others— likely all contributed to the recent market crisis, but no one 
regulator had the necessary scope of oversight to identify the risks to the 
broader financial system. Similarly, once firms began to fail and the full 
extent of the financial crisis began to become clear, no formal mechanism 
existed to monitor market trends and potentially stop or help mitigate the 
fallout from these events. 

Having a single entity responsible for assessing threats to the overall 
financial system could prevent some of the crises that we have seen in the 
past. For example, in its BluepHnt for a Modernized Financial 
Regulatory Structure, Treasury proposed expanding the responsibilities of 
the Federal Reserve to create a “market stability regulator” that would 
have broad authority to gather and disclose appropriate information, 
collaborate with other regulators on rulemaking, and take corrective 
action as necessary in the interest of overall financial market stability. 

Such a regulator could assess the systemic risks that arise at financial 
institutions, within specific financial sectors, across the nation, and 
globally. However, policymakers should consider Chat a potential 
disadvant^e of providing the agency with such broad responsibility for 
overseeing nonbank entities could be that it may imply an official 
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government support or endorsement, such as a government guarantee, of 
such activities, and thus encourage greater risk taking by these financial 
institutions and Investors. 

Regardless of whether a new regulator is created, all regulators under a 
new system should consider how their activities could better identify and 
address systemic risks posed by their institutions. As the Federal Reserve 
Chairman has noted, regulation and supervision of rinancial institutions is 
a critical tool for limiting systemic risk. This will require broadening the 
focus from individual safety and soundness of institutions to a systemwide 
oversight approach that includes potential systemic risks and weaknesses. 

A systemwide focus should also increase attention on how the incentives 
and constraints created by regulations affects risk taking throughout the 
business cycle, and what actions regulators can take to anticipate and 
mitigate such risks. However, as the Federal Reserve Chairman has noted, 
the more comprehensive the approach, the more technically demanding 
and costly it would be for regulators and affected institutions. 


• Identify approaches to broaden the focus of individual regulators 
or establish new regulatory mechanisms for identifying and acting 
on systemic risks. 

• Determine what additional authorities a regulator or regulators 
should have to monitor and act to reduce systemic risks, 

4. Flexible and adaptable. A regulatory system should be 
adaptable and forward-looking such that regulators can readily 
adapt to market innovations and changes and include a mechanism 
for evaluating potential new risks to the system. 

A regulatory system should be designed such that regulators can readily 
adapt to market innovations and changes and include a formal mechanLsm 
for evaluating the full potential range of risks of new products and 
services to the system, market participants, and customers. An effective 
system could include a mechanism for monitoring market developments — 
such as broad market changes that introduce systemic risk, or new 
products and services that may pose more confined risks to particular 
market segments — to determine the degree, if any, to which regulatory 
intervention might be required. The rise of a very large market for credit 
derivatives, while providing benefits to users, also created exposures that 


Page 53 


GAO-09-216 Financial Regulation 



214 


warranted actioi^ by regulators to rescue large individual participants in 
this market. While efforts are under way to create risk-reducing clearing 
mechanisms for this market, a more adaptable and responsive regulatory 
system might have recognized this need earlier and addressed it sooner. 
Some industry representatives have suggested that principles-based 
regulation, as discussed above, would provide such a mechanism. 
Designing a system to be flexible and proactive also involves determining 
whether Congress, regulators, or both should make such determinations, 
and how such an approach should be clarified in laws or regulations. 

Important questions also exist about the extent to which financial 
regulators should actively monitor and, where necessary, approve new 
financial products and services as they are developed to ensure the least 
harm from inappropriate products. Some individuals commenting on this 
framework, including industry representatives, noted that limiting 
government intervention in new financial activities until it has become 
clear that a particular activity or market poses a significant risk and 
therefore warrants intervention may be more appropriate. As with other 
key policy questions, this may be answered with a combination of both 
approaches, recognizing that a product approval approach may be 
appropriate for some innovations with greater potential risk, while other 
activities may warrant a more reactive approach. 

Key issues to be addressed: 

♦ Determine how to effectively monitor market developments to 
identify potential risks; the degree, if any, to which regulatory 
intervention might be required; and who should hold such a 
responsibility. 

• Consider how to strike the right balance between overseeing new 
products as they come onto the market to take action as needed to 
protect consumers and investors, without unnecessarily hindering 
innovation. 

5. Efficient and effective. A regulatory system should provide 
efficient oversight of financial services by eliminating overlapping 
federal regulatory missions, where appropriate, and minimizing 
regulatory burden while effectively achieving the goals of 
regulation. 

A regulatory system should provide for the efficient and effective oversight 
of financial services. Accomplishing this in a regulatory system involves 
many considerations. First, an efficient regulatoiy system is designed to 
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accomplish its regulatory goals using the least amount of public resources. 
In this sense, policymakers must consider the number, organization, and 
responsibilities of each agency, and eliminate undesirable overlap in 
agency activities and responsibilities. Determining what is undesirable 
overlap is a difficult decision in itself. Under the current U.S. system, 
financial institutions often have several options for how to operate their 
business and who will be their regulator. For example, a new or existing 
depository institution can choose among several charter options. Having 
multiple regulators performing similar functions does allow for these 
agencies to potentially develop alternative or innovative approaches to 
regulation separately, with the approach working best becoming known 
over time. Such proven approaches can then be adopted by the other 
agencies. On the other hand, this could lead to regulatory arbitrage, in 
which institutions take advantage of variations in how agencies implement 
regulatory responsibilities in order to be subject to less scrutiny. Both 
situations have occurred under our current structure. 

With that said, recent events clearly have shown that the fragmented U.S. 
regulatory structure contributed to failures by the existing regulators to 
adequately protect consumers and ensure financial stability. As we noted 
earlier, efforts by regulators to respond to the increased risks associated 
with new mortgage products were sometimes slowed in part because of 
the need for five fedei'al regulators to coordinate their response. The 
Chairman of the Federal Reserve has similarly noted that the different 
regulatory and supervisory regimes for lending institutions and mortgage 
brokers made monitoring such institutions difficult for both regulators and 
investors. Similarly, we noted earlier in the report that the current 
fragmented U.S. regulatory structure has complicated some efforts to 
coordinate internationeilly with other regulators. 

One first step to addressing such problems is to seriously consider the 
need to consolidate depository institution oversight among fewer 
agencies. Since 1996, we have been recommending that the number of 
federal agencies with primary responsibilities for bank oversight be 
reduced. Such a move would result in a system that was more efficient and 
improve consistency in regulation, another important characteristic of an 
effective regulatory system. In addition, Congress could consider the 
advantages and disadvantages of providing a federal charter option for 
insurance and creating a federal insurance regulatory entity. We have not 
studied the issue of an optional federal charter for insurers, but. have 
through the years noted difficulties with efforts to harmonize insurance 
regulation across states through the NAIC-based structure. The 
establishment of a federal insurance charter and regulator could help 
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alleviate some of th^e challenges, but such an approach could also have 
unintended consequences for state regulatory bodies and for insurance 
firms as well. 

Also, given the challenges associated with increasingly complex 
investment and retail products as discussed earlier, policymakers will 
need to consider how best to align agency responsibilities to better ensure 
that consumers and Investors are provided with clear, concise, and 
effective disclosures for all products. 

Organizing agencies around regulatory goals as opposed to the existing 
sector-based regulation may be one way to improve the effectiveness of 
the system, especially given some of the market developments discussed 
earlier. Whatever the approach, policymakers should seek to minimize 
conflict in regulatory goals across regulators, or provide for efficient 
mechanisms to coordinate in cases where goals inevitably overlap. For 
example, in some cases, the safety and soundness of an individual 
institution may have implications for systemic risk, or addressing an unfair 
or deceptive act or practice at a financial institution may have implications 
on the institution’s safety and soundness by increasing reputational risk. If 
a regulatory system assigns these goals to different regulators, it will be 
important to establish mechanisms for them to coordinate. 

Proposals to consolidate regulatory agencies for the purpose of promoting 
efficiency should also take into account any potential trade-offs related to 
effectiveness. For example, to the extent that policymakers see value in 
the ability of financial institutions to choose their regulator, consolidating 
certain agencies may reduce such benefits. Similarly, some individuals 
have commented that the current system of multiple regulators has led to 
the development of expertise among agency staff in particular areas of 
financial market activities that might be threatened if the system were to 
be consolidated. Finally, policymakers may want to ensure that any 
transition from the current financial system to a new structure should 
minimize as best as possible any disruption to the operation of financial 
markets or risks to the government, especially given the current 
challenges faced in today’s markets and broader economy. 

A financial system should also be efficient by minimizing the burden on 
regulated entities to the extent possible while still achieving regulatory 
goals. Under our current system, many financial institutions, and 
especially large institutions that offer services that cross sectors, are 
subject to supervision by multiple regulators. While steps toward 
consolidated supervision and designating primary supervisors have helped 
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alleviate some of the burden, industry representatives note that many 
institutions face significant costs as a result of the existing financial 
regulatory system that could be lessened. Such costs, imposed in an effort 
to meet certain regulatory goals such as safety and soundness and 
consumer protection, can run counter to other goals of a financial system 
by stifling innovation and competitiveness. In addressing this concern, it is 
also important to consider the potential benefits that might result in some 
cases from having multiple regulators overseeing an institution. For 
example, representatives of state banking and other institution regulator, 
and consumer advocacy organizations, note that concurrent jurisdiction — 
between two federal regulators or a federal and state regulator — can 
provide needed checks and balances against individual financial regulators 
who have not always reacted appropriately and in a timely way to address 
problems at institutions. They also note that states may move more quickly 
and more flexibly to respond to activities causing harm to consumers. 
Some types of concurrent jurisdiction, such as enforcement authority, may 
be less burdensome to institutions than others, such as ongoing 
supervision and examination. 

Key issues to be addressed: 

• Consider the appropriate role of the states in a financial regulatory 
system and how federal and state roles can be better harmonized. 

• Determine and evaluate the advantages and disadvantages of 
having multiple regulators, including nongovernmental entities 
such as SROs, share responsibilities for regulatory oversight. 

• Identify ways that the U.S. regulatory system can be made more 
efficient, either through consolidating agencies with similar roles 
or through minimizing unnecessary regulatory burden. 

• Consider carefully how any changes to the financial regulatory 
system may negatively impact fmanci^ market operations and the 
broader economy, and take steps to minimize such consequences. 

6, Consistent consumer and investor protection, A regulatory 
system should include consumer and investor protection as part of 
the regulatory mission to ensure that market participants receive 
consistent, useful information, as well as legal protections for 
similar financial products and services, including disclosures, sales 
practice standards, and suitability requirements. 

A regulatory system should be designed to provide high-quality, effective, 
and consistent protection for consumers and investors in similar 
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situations. In doing so, it is important to recognize important distinctions 
between retjul consumers and more sophisticated consumers such as 
institutional investors, where appropriate considering the context of the 
situation. Different disclosures and regulatory protections may be 
necessary for these different groups. Consumer protection should be 
viewed from the perspective of the consumer rather than through the 
various and sometimes divergent perspectives of the multitude of federal 
regulatore that currently have responsibilities in this area. 

As discussed earlier, many consumers that received loans in the last few 
years did not understand the risks associated with taking out their loans, 
especially in the event that housing prices would not continue to increase 
at the rate they had in recent years. In addition, increasing evidence exists 
that many Americans are lacking in financial literacy, and the expansion of 
new and more complex products will continue to create challenges in this 
area. Furthermore, as noted above, regulators with existing authority to 
belter protect consumers did not always exercise that authority 
effectively. In considering a new regulatory system, policymakers should 
consider the significant lapses in our regulatory system’s focus on 
consumer protection and ensure that such a focus is prioritized in any 
reform efforts. For example, policymakers should identify ways to 
improve upon the existing, largely fragmented, system of regulators that 
must coordinate to act in these areas. As noted above, this should include 
serious consideration of whether to consolidate regulatory responsibilities 
to streamline and improve the effectiveness of consumer protection 
efforts. Another way that some market observers have argued that 
consumer protections could be enhanced and harmonized across products 
is to extend suitability requirements — which require securities brokers 
making recommendations to customers to have reasonable grounds for 
believing that the recommendation is suitable for the customer — to 
mortgage and other products. Additional consideration could also be 
given to determining whether certain products are simply too complex to 
be well understood and make judgments about limiting or curtailing their 
use. 


Key issues to be addre^ed: 

• Consider how prominent the regulatory goal of consumer 
protection should be in the U.S. financial regulatory system. 

• Determine what amount, if £iny, of consolidation of responsibility 
may be necessary to enhance and harmonize consumer 
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protections, including suitability requirements and disclosures 
across the financial services industry. 

• Consider what distinctions are necessary between retail and 
wholesale products, and how such distinctions should affect how 
products are regulated. 

• Identify opportunities to protect and empower consumers through 
improxdng their financial literacy. 

7, Regulators provided with independence, prominence, authority, 
and accountability. A regulatory system should ensure that 
regulators have independence from inappropriate influence; have 
sufficient resources, clout, and authority to carry out and enforce 
statutory missions; and are clearly accountable for meeting 
regulatory goals. 

A regulatory system should ensure that any entity responsible for financial 
regulation is independent from inappropriate influence; has adequate 
prominence, authority, and resources to carry out and enforce its statutory 
mission; and is clearly accountable for meeting regulatory goals. With 
respect to independence, policymakers may want to consider advantages 
and disadvantages of different approaches to funding agencies, especially 
to the extent that agencies might face difficulty remaining independent if 
they are funded by the institutions they regulate, Under the current 
structure, for example, the Federal Reserve primarily is funded by income 
earned from U.S. government securities that it has acquired through open 
market operations and does not assess charges to the institutions it 
oversees. In contrast, OCC and OTS are funded primarily by assessments 
on the firms they supervise. Decision makers should consider whether 
some of these various funding mechanisms are more likely to ensure that a 
regulator will take action against its regulated institutions without regard 
to the potential impact on its own funding. 

With respect to prominence, each regulator must receive appropriate 
attention and support from top government officials. Inadequate 
prominence in government may make it difficult for a regulator to raise 
safety and soundness or other concerns to Congress and the 
administration in a timely manner. Mere knowledge of a deteriorating 
situation would be insufficient if a regulator were unable to persuade 
Congress and the administration to take timely corrective action. This 
problem would be exacerbated if a regulated institution had more political 
clout and prominence tlian its regulator because the institution could 
potentially block action from being taken, 
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In considering authority, agencies must have the necessary enforcement and 
other tools to effective^ implement their minions to achieve regulatory 
goals. For example, as noted earlier, in a 2007 report we expressed concerns 
over the appropriateness of having OTS oversee diverse global financial firms 
given the size of the agency relative to the institutions for which it was 
responsible.” It is important for a regulatory system to ensure that agencies 
are provided with adequate resources and expertise to conduct their work 
effectively. A regulatory system should also include adequate checks and 
balances to ensure the appropriate use of agency authorities. With respect to 
accountability, iK)Ucyniakers may also want to consider different governance 
structures at z^encies — the current system includes a combination of agency 
heads and independent boards or commissions — and how to ensure that 
agencies are recognized for success and held actcountable for failures to act 
in accordance with regulatory goals. 

Key issues to be addressed: 

• Detennine how to structure and fund agencies to ensure each has 
adequate independence, prominence, tools, authority and 
accountability. 

• Consider how to provide an appropriate level of authority to an 
agency wlule ensuring that it appropriately implements its mission 
without abusing its authority. 

• Ensure that the regulatory system includes effective mechanisms 
for holding regulators accountable. 

8. Consistent financial oversight. A regulatory system should 
ensure that similar institutions, products, risks, and services are 
subject to consistent regulation, oversight, and transparency, 
which should help minimize negative competitive outcomes while 
harmonizing oversight, both within the United States and 
internationally. 

A regulatory system should ensure that similar institutions, products, and 
services posing similar risks are subject to consistent regulation, oversight, 
and transparency. Identifying which institutions and which of their products 
and services pose similar risks Is not easy and involves a number of important 
considerations. Two institutions that look very similar may in fact pose very 
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different risks to the financial system, and therefore may call for significantly 
different regulatory treatment. However, activities that are done by different 
types of financial institutions that pose similar risks to their institutions or the 
financial sj^em should be regulated similarly to prevent competitive 
disadvantages between institutions. 

Streamlining the regulation of similar products across sectors could also 
help prepare the United States for challenges that may result from 
increased globalization and potential harmonization in regulatory 
standards. Such efforts are under way in other jurisdictions. For example, 
at a November 2008 summit in the United States, the Group of 20 countries 
pledged to strengthen their regulatory regimes and ensure that all financial 
markets, products, and participants are consistently regulated or subject 
to oversight, as appropriate to their circumstances. Similarly, a working 
group in the European Union is slated by the spring of 2009 to propose 
ways to strengthen European supervisory arrangements, including 
addressing how their supervisors should cooperate with other major 
jurisdictions to help safeguard financial stability globally. Promoting 
consistency in regulation of similar products should be done in a way that 
does not sacrifice the qusdity of regulatory oversight. 

As we noted in a 2004 report, different regulatory treatment of bank and 
financial holding companies, consolidated supervised entities, and other 
holding companies may not provide a basis for consistent oversight of their 
consolidated risk management strategies, guarantee competitive neutrality, or 
contribute to better oversight of systemic risk. Recent events ftuther 
underscore the limitations brought about when there is a lack of consistency 
in oversight of large financial institutions. As such, Congress and regulators 
wdii need to seriously consider how best to consolidate responsibilities for 
oversight of large financial conglomerates as part of any reform effort. 

Key issues_tQj3e^ddres§ed: 

• Identify institutions and products and services that pose similar 
risks. 

• Determine the level of consolidation necessary to streamline 
financial regulation activities across the financial services industry. 

• Consider the extent to which activities need to be coordinated 
internationally. 
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9. Minimal taxpayer exposure. A regulatory system should have 
adequate safeguards that allow financial institution failures to 
occur while limiting taxpayers’ exposure to iRnancial risk. 

A regulatory system should have adequate safeguards that allow financial 
institution failures to occur while limiting taxpayers’ exposure to financial 
risk. Policymakers should consider identifying the best safeguards and 
assignment of responsibilities for responding to situations where 
taxpayers face significant exposures, and should consider providing clear 
guidelines when regulatory intervention is appropriate. While an ideal 
system would allow firms to fail without negatively affecting other firms — 
and therefore avoid any moral hazard that may result — policymakers and 
regulators must consider the realities of today’s financial system. In some 
cases, the immediate use of public funds to prevent the failure of a 
critically important financial institution may be a worthwhile use of such 
funds if it ultimately serves to prevent a systemic crisis that would result 
in much greater use of public funds in the long run. However, an effective 
regulatory system that incorporates the characteristics noted above, 
especially by ensuring a systemwide focus, should be better equipped to 
identify and mitigate problems before it become necessary to make 
decisions about whether to let a financial institution fail. 

An effective financial regulatory system should also strive to minimize 
systemic risks resulting from interrelationships between firms and 
limitations in market infrastructures that prevent the orderly unwinding of 
firms that fail. Another important consideration in minimizing taxpayer 
exposure is to ensure that financial institutions provided with a 
government guarantee that could result in taxpayer exposure are also 
subject to an appropriate level of regulatory oversight to fulfill the 
responsibilities discussed above. 

Key issues to be addressed; 

• Identify safeguards that are most appropriate to prevent systemic 
crises while minimizing moral hazard. 

• Consider how a financial system can most effectively minimize 
taxpayer exposure to losses related to financial instability. 

Finally, although significant changes may be required to modernize the 
U.S. financial regulatory system, policymakers should consider carefully 
how best to implement the changes in such a way that the transition to a 
new structure does not hamper the functioning of the financial markets, 
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individual financial institutions’ ability to conduct their activities, and 
consumers’ ability to access needed services. For example, if the changes 
require regulator or institutions to make systems changes, file 
registrations, or other activities that could require extensive time to 
complete, the changes could be implemented in phases with specific target 
dates around which the affected entities could formulate plans. 

In addition, our past work has identified certain critical factors that should 
be addressed to ensure that any large-scale transitions among government 
agencies are implemented successfully Although all of these factors are 
likely important for a successful transformation for the financial 
regulatory system, Congress and existing agencies should pay particular 
attention to ensuring there are effective communication strategies so that 
all affected parties, including investors and consumers, clearly understand 
any changes being implemented. In addition, attention should be paid to 
developing a sound human capital strategy to ensure that any new or 
consolidated agencies are able to retain and attract additional quality staff 
during the transition period. Finally, policymakers should consider how 
best to retain and utilize the existing skills and knowledge base within 
agencies subject to changes as part of a transition. 


Comments from 
Agencies and Other 
Organizations, and 
Our Evaluation 


We provided the opportunity to review and comment on a draft of this 
report to representatives of 29 agencies and other organizations, including 
federal and slate financial regulatory agencies, consumer advocacy 
groups, and financial service industry trade associations. A complete list of 
organizations that reviewed the draft is included in appendix 11. Ail 
reviewers provided valuable input that was used in finalizing this report. 

In general, reviewers commented that the report represented a high-quality 
and thorough review of issues related to regulatory reform. We made 
changes throughout the report to increase its precision and clarity and to 
provide additional detail. For example, the Federal Reserve provided 
comments indicating that our report should emphasize that the traditional 
goals of regulation that we described in the background section are 
incomplete unless their ultimate purpose is considered, which is to 
promote the long-term growth, stability, and welfare of the United States. 
As a result, we expanded the discussion of our framework element 
concerning the need to have clearly defined regulatory goals to emphasize 


'"^See GAO. Homeland Security: Critical Design and Implementation Issues, 
GAO-02-957T. (Washir^n, D.C.; July 17, 2002). 
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that policymakers will need to ensure that such regulation is balanced 
with other national goals, including facilitating capital raising and 
fostering innovation. 

In addition, we received formal written responses from the American 
Bankers Association, the American Council of Life Insurers, the 
Conference of State Bank Supervisors, Consumers Union, the Credit 
Union National Association, the Federal Deposit Insurance Corporation, 
the Mortgage Bankers Association, and the National Association of 
Federal Credit Unions, and a joint letter from the Center for Responsible 
Lending, the National Consumer Law Center, and U.S. PIRG; all formal 
written responses are included as appendixes to this report, 

Among the letters we received, various commenters raised additional 
issues regarding consumer protection and risky products. For example, in 
a joint letter, the Center for Responsible Lending, the National Consumer 
Law Center, and the U.S. PIRG noted that the best way to avoid systemic 
risk is to address problems that exist at the level of individual consumer 
transactions, before they pose a threat to the system as a whole. They also 
noted that although most of the subprime lending was done by nonbank 
lenders, overly aggressive practices for other loan types and among other 
lenders also contributed to the current crisis. In addition, they noted that 
to effectively protect consumers, the regulatory system must prohibit 
unsustainable lending and that disclosures and financial literacy are not 
enough. The letter from FDIC agreed that effective reform of the U,S. 
financial regulatory system would help avoid a recurrence of the economic 
and financial problems we are now experiencing. It also noted that 
irresponsible lending practices were not consistent with sound banking 
practices. FDIC’s letter also notes that the regulatory structure collectively 
permitted excessive levels of leverage in the nonbank financial system and 
that statutory mandates that address consumer protection and aggressive 
lending practices and leverage among firms would be equally important 
for improving regulation as would changing regulatory structure, In a 
letter from Consumers Union, that group urged that consumer protection 
be given equal priority as safety and soundness and that regulators act 
more promptly to address emerging risks rather than waiting until a 
problem has become national in scope. The letter indicates that 
Consumere Union supports an independent federal consumer protection 
agency for financial services and the ability of states to also develop and 
enforce consumer protections. We made changes in response to many of 
these comments. For example, we enhanced our discussion of 
weaknesses in regulators’ efforts to oversee the sale of mortgage products 
that posed risks to consumers and the stability of the financial system, and 
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we made changes to the framework to emphasize the importance of 
consumer protection. 

Several of the letters addressed issues regarding potential consolidation of 
regulatory agencies and the role of federal and state regulation. The letter 
from the American Bankers Association said that the current system of 
bank regulation and oversight has many advantages and that any refonn 
efforts should build on those advantages. The letter also noted that there 
are benefits to having multiple federal regulators, as well as a dual banking 
system. The letter from the Conference of State Bank Supervisors agreed 
with our report that the U.S. regulatory system is complex and clearly has 
gaps, but cautioned that consolidating regulation and making decisions 
that could indirectly result in greater industry consolidation could 
exacerbate problems. The letter also indicates concern that our report 
does not fully acknowledge the importance of creating an environment 
that promotes a diverse industry to serve the nation’s diverse communities 
and prevents concentration of economic power in a handful of institutions. 
Our report does discuss the benefits of state regulation of financial 
institutions, but we did not address the various types of state institutions 
because we focused mmnly on the federal role over our markets. In the 
past, our work has acknowledged the dual banking system has benefits 
and that concentration in markets can have disadvantages. The 
Conference of State Bank Supervisors letter also notes that state efforts to 
respond to consumer abuses were stymied by federal pre-emption and that 
a regulatory structure should preserve checks and balances, avoid 
concentrations of power, and be more locally responsive. In response to 
this letter, we also added information about the enactment of the Secure 
and Fair Enforcement for Mortgage Licensing Act, as part of the Housing 
and Economic Recovery Act, which requires enhanced licensing and 
registration of mortgage brokers. 

The letter from the National Association of Federal Credit Unions urged 
that an independent regulator for credit unions be retained because of the 
distinctive characteristics of federal credit unions. A letter from the Credit 
Union National Association also strongly opposes combining the credit 
union regulator or its insurance function with another agency. The letter 
from the Mortgage Bankers Association urges that a federal standard for 
mortgage lending be developed to provide greater uniformity than the 
currently difiusc set of state laws. They also supported consideration of 
federal regulation of independent mortgage bankers and mortgage brokers 
as a way of improving uniformity and effectiveness of the regulation of 
these entities. A letter from the American Council of Life Insurers noted 
that the lack of a federal insurance regulatory office provides for uneven 
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consumer protections and policy availability nationwide and hampers the 
country’s ability to negotiate internationally on insurance industry issues, 
and urged that we include a discussion of the need to consider a greater 
federal role in the regulation of insurance. As a result, in the section where 
we discuss the need for efficient and effective regulation we noted that 
harmonizing insurance regulation across states has been difficult, and that 
Congress could consider the advantages and disadvantages of providing a 
federal charter option for insurance and creating a federal insurance 
regulatory entity. 


We are sending copies of this report to interested congressional 
committees and members. In addition, we are sending copies to the 
federal financial regulatory agencies and associations representing state 
financial regulators, financial industry participants, and consumers, as 
well as to the President and Vice President, the President-Elect and Vice 
President-Elect, and other interested parties. The report also is available at 
no charge on GAO’s Web site at http;//www,gao.gov. 

If you or your staffs have any questions about this report, please contact 
Orice M. Williams at (202) 512-8678 or williamso@gao.gov, or Richard J. 
Hillman at (202) 512-8678 or hilImam@gao.gov. Contact points for our 
Offices of Congressional Relations and Public Affairs may be found on the 
last page of this report. GAO staff who made major contributions to this 
report are listed in appendix XII. 



Gene L. Dodaro 

Acting Comptroller General of the United States 
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Appendix I; Scope and Methodology 


Our report objectives were to (1) describe the origins of the current 
financial regulatory system, (2) describe various market developments and 
changes that have raised challenges for the current system, and (3) present 
an evaluation framework that can be used by Congress and others to craft 
or evaluate potential regulatory reform efforts going forward. 

To address all of these objectives, we synthesized existing GAO work on 
challenges to the U.S. financial regulatory structure and on criteria for 
developing and strengthening effective regulatory structures. These 
reports are referenced in footnotes in this report and noted in the Related 
GAO Products appendix. In particular, we relied extensively on our recent 
body of work examining the financial regulatory structure, culminating in 
reports issued in 2004 and 2007.* We also reviewed existing studies, 
government documents, and other research for illustrations of how 
current and past financial market events have revealed limitations in our 
existing regulatory system and suggestions for regulatory reform, 

In addition, to gather input on challenges with the existing system and 
important considerations in evaluating reforms, we interviewed several 
key individuals with broad and substantial knowledge about the U.S. 
financial regulatory system — including a former Chairman of the Board of 
Governors of the Federal Reserve System (Federal Reserve), a former 
high-level executive at a major investment bank that had also served in 
various regulatory agencies, and an international financial organization 
official that also served in various regulatory agencies. We selected these 
individuals from a group of notable officials, academics, legal scholars, 
and others we identified as part of this and other GAO work, including a 
2007 expert panel on financial regulatory structure. We selected 
individuals to interview in an effort to gather government, industry, and 
academic perspectives, including on international issues. In some cases, 
due largely to the market turmoil at the time of our study, we were unable 
to or chose not to reach out to certain individuals, but took steps to ensure 
that we selected other individuals that would meet our criteria. 

To develop the evaluation framework, we also convened a series of three 
forums in which we gathered comments on a preliminary draft of our 
framework from a wide range of representatives of federal and state 


'GAO, FiTumcial Regulation: Industry Changes Prompl Need to Reconsider U.S. 
Regulatory Structure, GAO-05.61 (Washington, D.G,; Oct. 6, 2004); md Financial 
Regulation: Industry Trends Continue to Challenge the Federal Regulatory Structure, 
GA{>08-:i2 (Washington, D.C.; Oct, 12, 2007). 
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financial regulatory j^encies, financial industry associations and 
institutions, and consumer advocacy organizations. In particular, at a 
forum held on August 19, 2008, we gathered comments from 
representatives of financial industry associations and institutions, 
including the American Bankers Association, the American Council of Life 
Insurers, The Clearing House, Columbia Bank, the Independent 
Community Bankers of America, The Financial Services Roundtable, 
Fulton Financial Corporation, the Futures Industry Association, the 
Managed F\mds Association, the Mortgage Bankers Association, the 
National Association of Federal Credit Unions, the Securities Industry and 
Financial Markets Association, and the U.S. Chamber of Commerce. We 
worked closely with representatives at the American Bankers 
Association — which hosted the forum at its Washington, D.C., 
headquarters — to identify a comprehensive and representative group of 
industry associations and institutions. 

At a forum held on August 27, 2008, we gathered comments from 
representatives of consumer advocacy organizations, including the Center 
for Responsible Lending, the Consumer Federation of America, the 
Consumers Union, the National Consumer Law Center, and the U.S. PIRG. 
We invited a comprehensive list of consumer advocacy organization 
representatives — compiled based on extensive dealings with these groups 
from current and past work — to participate in this forum and hosted it at 
GAO headquarters in Washington, D.C. 

At a forum held on August 28, 2008, we gathered comments from 
representatives of federal and state banking, securities, futures, insurance 
and housing regulatory oversight agencies, including the Commodity 
Futures Trading Commission, the Conference of State Bank Supervisors, 
the Department of the Treasury, the Federal Deposit Insurance 
Corporation, the Federal Housing Finance Agency, the Federal Reserve, 
the Financial Industry Regulatory Authority, the National Association of 
Insurance Commissioners, the National Credit Union Administration, the 
North American Securities Administrators Administration, the Office of 
the Comptroller of the Currency, the Office of Thrift Supervision, the 
Public Company Accounting Oversight Board, and the Securities and 
Exchange Commission. We worked closely with officials at the Federal 
Reserve — which hosted the forum at its Washington, D.C., headquarters — 
to identify a comprehensive and representative group of federal and state 
financial regulatory agencies. 

We conducted this work from April 2008 to December 2008 in accordance 
with gener^ly accepted government auditing standards. Those standards 
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require that we plan and perform the audit to obtain sufficient, appropriate 
evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives. We believe that the evidence obtained 
provides a reason^Ie basis for our findings and conclusions based on our 
audit objectives. 
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American Bankers Association 
American Council of life Insurers 
Center for Responsible Lending 
Commodity Futures Trading Commission 
Conference of State Bank Supervisors 
Consumer Federation of America 
Consumers Union 
Credit Union National Association 
Department of the Treasury 
Federal Deposit Insurance Corporation 
Federal Housing Finance Agency 
Federal Reserve 

Financial Industry Regulatory Authority 

Financial Services Roundtable 

Futures Industry Association 

Independent Community Bankers of America 

International Swaps and Derivates Association 

Mortgage Bankers Association 

National Association of Federal Credit Unions 

National Association of Insurance Commissioners 

National Consumer Law Center 

National Credit Union Administration 

National Futures Association 

Office of the Comptroller of the Currency 

Office of Thrift Supervision 

Public Company Accounting Oversight Board 

Securities and Exchange Commission 

Securities Industry and Financial Markets Association 

U.S. PIRG 
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BANKEKS 


Vnahingcnn, DC 20036 
l-SOO-HANKf-RS 


Decfmber 19, 2008 



Ms. OrK-i M. Williams 
Direaor 

Finaruiial Matkcw »flc! Ciimmunity lns-cstincn« 
Government Accvuniatiiirv Office 
4-11 GStK«,N.W. 

Washington. D.C. 20548 


Dear Ms. Williams; 

The Amcnean Bankers Association (ABA) appreciates the opportunic)' to provide 
comments n> connection with the Gmenmicnt Acccuorahiljt')' Office’s (GAO) draft 
report cnoilcil. A Vramntvrk far CnifliH^naH Atsttting fropotah t« .Vfw’nw^ Iht Onlda/rii 
U.S. hnaaaal (irpalat-iiy Sysum, \»4iich we understand is to be pubLsbed in January, 
200*1. ’I'hc purjwse of the report is to idenafy existing problems with the finaneia! 
tejjulaioty syaicm and craft a framework to assist in the evaluation of reform 
pro|K)sals. 

Wc believe that any review of the ctiti'cnt regulaioty system should begin with the 
Kcogniuon that hanks have been and continue to hu the primary instifuncms for 
saving, lending, hik) (inanang economic growth in our nation's communiiies. Banks 
arc also the leading players in the payments system and the only insrirutiiins chat can 
be found parocipaong in every stage of the payments system, Held to high standards 
r>f financial sircngib and imegmy ofoperaiiiins, banks ate weli'poiscd ii> be enyines 
of econnimc recovery and continu!.-d uennomic growth and deveiopmeni thcrvaflct. 

Our customcn- include people and families from all walks of life and involve 
businesses of all sixes. ‘Ilie innovatKsn and the divctsiiy of the hanking industry 
enable us to meet changing cosromet needs and inieresrs. Through these efforrs in 
teceni decades mom pcirpic have gamed access to a witier array of banking 
products— ~aod at lower costs — than ever before, and bcciet than .mywherc eisc- in 


1 The AmctHMK Bajikets .assofunon htinni lOpctlKr banaj of all smes iiij chattels into one 
asMXiaiiun ABA works to enhance the eon'ix'tKivi ntKv i»f i»e nauvn'e baokioK lodunty »iid 
sttctigihm Amer.<a*t ccutiooiv anri romtnunitio Us men'lxrs •• the m«ruriEy ot' winch ate haiikv wtih 
fc$»rtun$12SniiBionia lueo - over 'ApcrtvrR ol iht injuitry's $n.6 [nflitin in ,u>il 

enipby o>-cr 2 traili-Mt men anJ women. 
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We support a reguhrory program ihai fosters a climate in which wc cun build on 
these accomplishmcois and conunoeour progress in providing more and hetter 
services «> m{>n: people and businesses at lower costs. With that in emnd, we offer 
the fallowing observations about ways to which changes to the current sysietr could 
achieve these objectives. 

The central objective of regiilariiry n-fotm efforts .should be to enhance banks' ability 
to mci'i the ncials of rheir customers This ob)CCfive has several facets h'lrsi, 
regulation needs to rosier safe and stMind iipcranons. Second, it naiisr provide 
appropialc ronsumer pmierlKins. Thinl, it needs to promote competition. And 
fourth.il must faster inmivaiittn and facilitate banks’ ability to mcei changing 
customer needs. These facets, while distinct, are wholly compatible. A financial 
ttiMnution will best be able to achieve ii.s businc-ss eibjcciivcs by responsibly 
managing its nsks; by providing a full range of proitucts and services to all customers 
who can responsibly manage /^e/r risks; and by compering against o'Isers based on 
price, product ^ality. reputation, and cuIict customer interesis, noi by undermining 
standards of integrity. Wc bcliwc it i.s incumbent upon policy makers ro create the 
legal h'amework that supports these goals. 

Any regulsrory reform effort must focu.soii solving the problems thitt caused the 
current market turmoil. Ihis neccssar.ly entails identifying whar those problems are 
.so that responses can be tailored accordingly. A business model that combines 
activiucs that arc financial in nature and thereby draws from a diversified revenue 
mis has shown to he a solution to, and not a part of, the current ptoblems. Thua 
reform effort;, should facilitate banks of fering a brnad range of financifl! products 
and servictas Conversely, reform efforts s'tould be careful not merely to impose new 
reguladons on the baokir^ sector, which did not cause the crisis and which continues 
ro provide credit; rather it should rcmtivc unnecessary cegiilaiions ihat impede sound 
lending and efficient operanons. 

The current system of bank regulation ami oversight has many advaniages, and we 
beleve any reform efforts should build on those advantages, A.s the recent tush by 
non-bank aet.ors in obtain bank charters has demonstrated, bank reguiaiion anti 
siipetv'isioo has proven to lie the most durable method to mimmiee risks to safety 
and smmrlnrss Mrirrnvr r. it prtjvide* a iisefol rheck against any ore regulator 
neglecimg Us duties, becoming too calcdicJ for an evcr-clungiiig fiiiiiiicial 
maikctplatc, gniwmg uvitly bureaucratic and ineffecove, or otherwise imposing 
tcgulaioty conditions inconsistent with tlie ability of financial firms to serve ilieit 
cmtrHTicfs. Thus, the ABA supports ihe Office of the Comptroller of ilic Currency, 
Federal Deposit Insurance Co^rauon, V cderal lUserve Board, and the Office of 
Thrift Sopcrvisitin with regard ro their diverse supervision and oversight 
responsibilities within the Uds- banking system. 
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josi as ihcrc is a benefit in having millfipie federal rcgularnrs, sn tnii is rhert a benefit 
in having a dual banking systcin. Siatc' have for vears opera terl as iticuhalors fur 
ne.w prtidurts and services, such as NOW atec turns and aditistabie fine rmirigagcs. 
The dual banking sysseni has proven vnnl to ihe cominued evolution of the I '.S. 
banking. Oosc ctxirdinalion between federal hank regulators and sinie banking 
commissioners u-iihm the Federal Financial InsiitufiDns F.xaiTiination Cnuncit 
(Trir-C) as wdi us during jiiim bank cxaininuticins ts a dynamic ciemeni of the dual 
banking sysrem, resulting in a sysicm of compiernentary supervision 

Recent ccononsc eunwiil has drawn aitenuon to die need for a regulator with 
explicit jurisdiction to manage systemic osfc. The primary responsibility of sysfcmic 
risk icgtMaoon should be protectingthe economy from maior shocks and working 
with bank supervisots to avoid pro-cyriical directives within the supervisory process. 
The s^utmic risk regulator would gather information, monitor exposures throtighoiit 
the systKTi and lake aaioo in concerr w<th domesac and iniernaiiomil supervisors ro 
mifiimia.c risks ro the economy. For maximum effecovetvess and ease tif 
implemcnuoon, systemic nsk regulaiioti should rely on existing regulatory siruciutcs 
and rcsinci iia oversight to a limited numher of large market parricipiints, both hank 
and noii-bank- 

Theie clearly is a need for better supervision ami regulation of many noti-bank 
actors, such as mortgage banks and brtikers that are not affiliated with an insured 
deposirttry insocuiion. Consumer confidence in (be (inaneial secior as a whole 
suffers when non. bank actors offer bank .like services while operating under 
substandard or non-cxisrent guidelines for safety and soundness. laisacr regiiliited 
companies and individuals participanng in hank-like acriviries nr offering bank like 
produei.s arid services should be .subject tu hank -like regulation and capita! 
re4U;reiT’cn;.s. Regulatory reform should tackle these issues and bring appropriate 
nvcrxiglir m inadcsjtiately or ineffectively teguUtcd financial products and services. 

Thi.s should be done within the context of agencies that have the aiiihoriiy and 
responsibility to supervise all aspccis of art institotion's aciivitiex, .Siifety and 
soundness issues and consumer pratectKin arc closely linked for banks and should be 
supervised »s syeh T'reatmg consumers unfairly is inconsistent with sitfe and aoumi 
i>pcraiii>i>s; «fi, tiMi.i.s attempting lo insulate consumers from any risk. Well run 
institutions keep both facets in mmd, and tbcir regulators should as well, This argues 
m favor of iiominuing to place responsibility for both consumer protection and 
safety and soundness with the iwinking agencic.s. 

It also should be done m n manner thai preserves the independence of die Federal 
Reserve Bo-ard (Board) and keeps the Do.itd's primary focus on the conduct of 
monetary pobev. Any expansion of ibc floard's authority to serve as the systemic 
risk regulator should be made only if such aurhoriry' would not create conflicts of 
interest for the Board or otherwise comprotmse us ability in carrj' fiui its 
responsibiliiiK for monetary policy. 
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Any regdaoiry restructuring cffiirt musi recognise the Henefiis of clwrer (-iioice. A 
robust lankmg sector requires paniripaiiis of all sizes and hiisiticssi models, inc'lucling 
commuruiy banks, developmeni banks, and nithc-focused financial insiitutions as 
well as rc^nid, national, and uncmatiitnal banks. Tederal and sure harik charter 
shetosbves, a broad range of business models, as well as choice of ownership 
Structure (OTCsMnpassing S cotpotauons. limited liability corporarions, crumai 
owrtership, and other forms of publidy-tradcd and privately-held banks) protnoics 
responsiveness to changing customer needs, ctmstuncr preferences, and economic 
conditions- Only a diverse, well-regulated banking system can bring sostainsblc 
mcrcasc.s in hiimcownership «od cominumry development ihat are essential lo 
economic cecoveey- 

"niis diversity is not well-served by a system that treats any financial msmuuon as if it 
were too big or too complex to fail. Such a p<»het' can have serious cfimpetitive 
consequences for the banking intlostty as a whole. Clear actions streng’thetung the 
compciiiive pirtiiion of all hanks arc ocerkd to aridress and ameliorate the negauve 
effect on the majority of financial institutions when a Ktiicct few arc designated as tim 
big to fail. Moreover, financial rcgulaiors should develop » program to identify, 
momiot, arni respond effectively to tnarkci developments arising to the perception 
of -an in.sutuiion as «k> hig nr too complex to fail — particularly in linics of financial 
stress. The ail hoc a|^jfoach used m the resolution of I,ehman Brothers and Dear 
Siern.s is inadequate. Specific authorities and programs must be dewlopcd to 
manage ihr orderly iransKionor tesolotion ofanysystcmically significant financial 
msutuiion, Imtk orfion-bank. 

Any reform effort also must addtes.s iikucs in our accounting rules that, create a pro- 
cyclical downward ilrag on the fiiwiicial Kctot and the economy us a whtile. 
Accounting should be a rcficcoon of CTonumic reality, noi a driver, Reforms to 
accounting standards stiould make the standard scciing process accoiintabtc to the 
market and implvnvrnt sr.indards that etjnsidcr the real-worlti effects of the tules. 
Rules governing loan-loss reserves and fair value accounting should minimize pro- 
cyclical cffecis that rcinfutcu economic highs and lows. A reformed aceounring 
system wo'.ild recognize ihat functioning accounting rules are essential hi minimizing 
systemic nsk arsd foMcringecrinomie growth 

■fhank y<ia for the opportunity to commmi on thrs proposal. Should you have any 
questions, please contact the undersigned at 2t)2-(>f)3-S.W'^ »t ddcpjurr@ahu.com. 

Sincerelv. 

Denyttte DePierro 
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MCLI 


JulltA. Splatio 

Senior Vice Pieeideot, Imuance BegvteOor) A Oepaty Benerel Counsel 


December 15. 2008 


Ms. Orice M. Williams 

Director, Pinanciai Msrt<ets and Community Investment 
U.S. Government AccMintabllity Ottice 
441 G Street. N.W. 

Washington. D.C. 20548 
williamsoiBgao gov 

RE: Draft Report on Reforming the Financial Regulatory System 
Dear Ms. Williams: 

These comments are submitted on behalf of the American Council of Life Insurers (ACLI), The ACLI is a 
nationei trade association with 353 member companies that account for 93 percent of the industry's 
total assets, 93 percent of U.S tile insurance premiums and 95 percent of U.S. annuity considerations. 
We appreciate being given an opportunity to comment on the draft report. 

At GAO'S invitation, ACLI staff undertook a brief review of the draft report at GAO headquarters early 
last week. Speaking from an insurance Industry perspective, we were surprised that the draft report 
did not Irvrlude discussion of the need for insurance regulatory reform as part of the broader financial 
services industry reform effort. We believe this is an imponanl oversight and one that should be 
addressed before the final report is issued by the GAO 

Currently there is no insurance expertise in the federal government. Prior to the crisis that has beset 
the financial service industry since September of this year, this fact was proving to be a costly problem 
for American consumers and insurers alike. A regulatory system that provides for uneven consumer 
protections and policy availability nationwide is not compatible with the economic model of the Six 
century. In addition, the lack of a federal Insurance regulatory office prevents the United States from 
adequately addres^ng its citizens' needs in international trade negotiations and treaty developments 
involving Insurance Industry issues. These issues aloi>e warrant discussion of the needfor a federal 
role in Insurance regulation via the availability of an opiionai federal Insurance charter (OFC). 

The economic crisis has only served to underscore this need The crisis has highlighted for 
policymakers and the general public alike that insurers pisy a systemic role In our economy, both 
nationally and Internationally And today, after all that has taken place over the past few months, both 
the executive and legislative branches of (he federal government remain handicapped in their ability to 
completely understand and respond to the underlying Insurance issues that are part of the financial 
crisis because they lack any Insurerrce industry regulatory expertise. 

These facts make the lack of reference to the issue of insurance regulatory reform in the draft GAO 
report just that much more puzzling. The report dirertly addresses the need for the federal government 


AirterieoH CouMU er urv inu'w* 

lOlCsnsmutionAwnM.mV.WMftllt^OC 20001.3133 
f?0Jj6JM39*l fZ02;572-«833r juWewwwsOrrtrcoin 
ieww.tdl.eom 
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to assume some regulatory responsibility over other areas of the financi^ services industry where It 
currently lacks such authority (e^., hedge funds), but remains conspicuously silent on the insurance 
regulatory reform/OFC issue. We feel this is not simply an oversight, but is a lost opportunity to help 
Cor^gress in Its effort to effectively refmm and modernize (he whole of financial services Industry 
regulation moving forward. 

For all of these reasons, we respectfully request that prior to the final publication of this GAO report it 
be revised to irtclude discussion of the need for irtsurance regulatory reform. It Is our opinion that 
releasing the report vdthout »JCh a revision will render the report incomplete and therefore of less 
value to both the Congress and the public at large then it otherwise might be. 

thank you again for ttss opportunity to comment on the draft report. Please feel free to contact me 
directly If you have any questions w would like to dlscuui this Issue further. 


Very truly yours, 



Cc: Randy Fasnacht 

Cody Goebel 
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December 17. 2008 

Oricc M. Williuns 
Director 

Financial Markets tuid Community Investment 
U S. Government Accountability Office 
44 1 G Street. NW 
Washington. DC 20548 


Dear Ms. Williams 

Thank you for the opportunit>' to submit a second written comment in response to the 
GAO’S upcoming report on the financial regulatory framevv'ork of the United States. 

The Conference of State Bank Supervisors (CSBS) recognizes the current regulatory 
structure at both the state and federal level is sometimes complex for the industry, 
regulators, consumers, and policymakers to navigate. As financial institutions and service 
providers increase in size, complexity, and operations, our regulatory system must reflect 
this evolution. The current economic stresses have also shown that our financial 
regulatory system must better address the interconnected risks of the capital markets and 
our banking system. 

CSBS is committed to working with the GAO, our federal counterparts, Congress, industry 
associations, and consumer advocates to further the development of a fair and efficient 
regulatory system that provides sufficient consumer protection and serves the interests of 
financial institutions and financial service providers, while ultimately strengthening the 
U.S economy as a whole 

We believe that changes arc needed in both regulation and the way our regulatory structure 
functions to better respond to consumer needs and address systemic risks and market 
integrity. We are very concerned, however, that federal policy that addresses nationwide 
and global regulatory business models continues to threaten — or perhaps el iminate — the 
greatest strengths of our system. Specifically, we see policies that promote the needs of 
the very largest financial institutions at the expense of consumers, important federal checks 
and balances and diversity of banking and other financial institutions that arc critical to our 
state economies. 

The current financial regulatory structure allows for a diverse universe of financial 
tasiituiions of varying sizes. While the financial industry continues to consolidate at a 
rapid pace, there are still well over 8,000 financial institutions operating within the United 
C'ONFEHENCE OF.ST.ATt BANK. SUPERVISORS 
1 1 5S Conneciiciii Ave., NW, 5““ Floor • Washington DC 20036-4306 • (202) 296-2840 • Fax (202) 296- 1 928 
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Stales, someofwhichafeassman as$1 msllion in assets. Obviously, our nation’s largest 
money centM banks play a critical role in the economy However, even the smallest bank 
in the country is absolutely critical to the economic health of the community in which it 
qjerales. 

The complexity of the system is presented as a major source of the current financial crisis 
While there are clearly gaps in our regulatory system and the system is undeniably 
complex, CSBS has observed rfiat the greater failing of the system has been one of 
insulYicieni political and regulatory will, primarily at the federal level. We believe that 
decisions to consolidate regulation do not fix, but rather exacerbate this problem. 
Mweover, CSBS is deeply concerned that the GAO study does not fully appreciate the 
importance ofereating an environment that promotes a diverse industry which serves our 
nation's diverse communities and avoids a concentration of economic and political power 
in a handful of institutions. 

Specifically, we are offering the following comments to the elements of a successful 
supervisory framework. 

Clearly Defined Regulatory Goals 

Generally, w-e agree with the GAO’s goals of a regulatory system that ensures adequate 
consumer protections, ensures ihc integrity and tairncss of markets, monitors the safety 
and soundness of institutions, and acts to ensure the stability of the overall financial 
system. We disagree, however, with the GAO's claim that the safely and soundness goal 
IS necessarily in direct conllict with the goal of consumer protection, it has been the 
experience of state regulators that the very opposite can be true. Indeed, consumer 
prolwtion should be recognized as integral to safety and soundness of financial institutions 
and service providers The health of a financial institution ultimately is connected to the 
health of its customers. However, we have observed that federal regulators, without the 
checks and balances of more locally responsive state regulators or stale law enldrcement 
do not always give fair weight to consumer issues or have liie perspective to understand 
consumer issues. Wc consider this a significant weakness of the current system Federal 
preemption of slate law and state law enforcement by the Office of the Comptroller of the 
Currency and the Office of Thrift Supervision has resulted in less responsive consumer 
protections and institutions that arc much less responsive to needs of consumers in our 
slates. 

Appropriately Comprehensive 

CSBS disagrees that federal regulators were unable to identify the risks to the financial 
system because they did not have ihe necessary scope of oversight. As previously noted, 
we believe it was a failure of regulatory- will and a philosophy of self-regulating markets 
that allowed for risks to develop. CSBS strongly believes a “comprehensive" .system of 
regul^ion should not be construed as a consolidated regime under one single regulator. 
Instead, “comprehensive" should describe a regulatory system that is able to adequately 
.supervise a broad, divme, and dynamic financial industry. We believe that the checks and 
balances of the dual s^-stem of federal and state supervision arc more likely to result in 
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comprehensive ^ meaningful coverage of the industry. From a safety and soundness 
perspective and from a consumer protection standpoint, the public is betier served by a 
coordinated regulatory network that benefits from both the federal and state perspectives 
We believe (he Federal Financid institutions Examination Council (FFIEC) could be much 
beRer utilized to accomplish this approach 

Systemwide Focus 

The GAO report states “a regulatory system should include a mechanism for identifying, 
monitoring, and managing risks to the financial system regardless of the source ofthe risk 
or the institutions in which it was created ” CSBS agrees with this assessment. Our 
current crisis has shown us that our regulatory structure was incapable of effectively 
managing and regulating the nation's largest institutions CSBS believes the solution, 
however, is not to expand the federal government bureaucracy by creating a new super 
regulator. Instead, we shtHild enhance coordination and cooperation among the federal 
government and the stales. We believe regulators must pool resources and expertise to 
better manage systemic nsk. The FFIEC provides a vehicle for working towards this goal 
of seamless federal and state cooperative supervision. 

In addition, CSBS provides significant coordination among the states as well as with 
federal regulators. This coordinating role reached new levels when Congress adopted the 
Riegle-Neil Act lo allow for imcrstate banking and branching The states, ihrough CSBS, 
quickly foliow-cd suit by developing the Nationwide Cooperative Agreement and the State- 
Federal Supcrvisoiy Agreement for the supervision of multi-state banks. Most recently, 
the states launched ihc Nationwide Mortgage Licensing System (NMLS) and a nationwide 
protocol for mortgage supervision Further, the NMLS is the foundation for the recently 
enacted Secure and Fair Enforcement for Mortgage Licensing Act of 2008, or the S A.F.E. 
Act The S. A.F.E. Act establishes minimum mortgage licensing standards and a 
coordinated network of state and icdcral mortgage supervision 

Flexible and Adaptable 

CSBS agrees that a regulatory system should be adaptable and forward-looking so that 
rcgulaofs can readily adapt to market innovations and chances to include a mechanism for 
evaluating potential new risks to the system. In fact, this is one ofthe greatest strengths of 
the state system. The traditional dynamic of the dual-banking system of regulation has 
been tiwi the .states experiment with new products, services, and practices that, upon 
successful implemeniaiion. Congress later enacts on a nationwide basis, In addition, stale 
bank examiners are often the first to identify and address economic problems. Often, states 
are the first responders lo almost any problem in the financial system The states can — and 
do — respond to tlwse problems much more quickly than the federal government as 
evidenced by escalating state responses to the excesses and abuses of mortgage lending 
over the past decade. Unfortunately, the federal response w-as to thwart rather than 
encourage these policy responses. 
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EfTicient and EfTectivc 

In the report, OAO asserts that a system should provide for efficient and effective 
oversight by eiimirrating overlapping federal regulatory missions and minimizing 
regulatory biaden. CSBS believes eificiency must not be achieved at the cost of protecting 
consumers, providing Tot a competitive industry that serves al! communities or maintaining 
the safety and soundness of financial institutions. We recognize that our regulatory 
structure is complex and may not be as efficient as some in the industry would prefer. 

There is undoubtedly a need for improved coordination and cooperation among functional 
regulators However, this efficiency must not be met through the haphazard consolidation 
or destruction of supervisory agencies and authorities. CSBS strongly believes that it is 
more important to faeSCTve a regulatory frameworic with checks and balances among and 
between regulators. Ttiis overlap does not need to be a negative characteristic of our 
system Instead, it has most often offered additional protection for our consumers and 
■nsliliitions We believe that the weakening ofthesc overlays in recent years weakened our 
system and contributed to the current crisis. 

In addition, we should consider how “efficient" is defined. Efficient does not inherently 
mean effective Our ideal regulatory structure should balance what is efficient for large 
and small institutions as well as what is efficient for consumers and our economy, While a 
centralized and consolidated regulatory system may look efficient on paper or benefit our 
largest institutions, the outcomes may be inffcxible and be geared solely at the largest 
banks at the expense of the small community institutions, the consumer or our diverse 
economy 

Consistent Consumer and Investor Froteclion 

The states have long been regarded as leaders in Che consumer protection arena. I'his is an 
area where the mode! of stales acting as laboratories of innovation is clearly working. 

Slate authorities often discover troubling praaices, trends, or warning signs before the 
federal agencies can identify the.se emerging concerns, State authorities and legislature 
then arc able to respond quickly to protect consumers. Ultimately, Congress and federal 
regulators can then rely on state experience to develop unilbrm and nationwide standards 
or best practices. Ultimately, we believe the federal government is simply not able to 
respond quickly enough to emerging threats and consumer protection issues. State 
authorities have also been frustrated by federal preemption of state consumer protection 
laws. If Congress were to act to repeal or more clearly limit these preemptions, states 
would be able to more effectively and consistently enforce consumer protection laws. 

CSBS also agrees that there were significant loopholes and unequal regulation and 
examination of the mortgage industry. In fact, the states led the way to address these 
regulatory gaps. However, in describing where subprime lending occurred, we believe the 
report should acknowledge the fact that subpnme lending took piace in nearly equal parts 
between nonbank lenders and institutions subject to federal bank reguiution. Federal 
regulation of operating subsidiaries has been inconsistent at best and nonexistent at worst. 
As acknowledged in the report, affiliate regulation for consumer compliance simply did 
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not exist at the federai level until a recent p«1ot project led by the Federal Reserve was 
initiated. 

The report also fails to ackrwwiedge the very significant reforms of mortgage regulation 
adopted by Confess under theS.A.F.E. Actor the major efforts the states have engaged in 
to regulate the nonbank mortgage i^ders and originators. 

Regulators Provided with independence. Prominence, Authority, and Accountability 
The dual-banking system helps preserve both regulator independence and accountability. 
The state system of diartering, with an independent primary federal regulator probably 
serves as the best modd for this goal. 

('oRsistent Financial Oversight 

Consistency in regulation is important, but our financial system must also be flexible 
enough to allow our diverse institutions all to flourish. The diversity of our nation's 
banking system has created the most dynamic and powerful economy in the world, 
regardless of the current problems we are experiencing. The strength at the core of our 
banking system is that it is composed of thousands of financial intuitions of vastly 
different sizes Even as our largest banks are struggling to survive, the vast majority of 
community hanks remains strong and continues to provide financial services to Ihcir local 
citizens It is vital that a onc-sizc-fits-all regulatory system does not adversely atTcci the 
industry by potting smaller banks at a competitive disadvantage with larger, more complex 
mstilwions. 

h IS our belief that the report should acknowledge the role of federal preemption of state 
consumer protections and Uve lack of responsiveness of federal law and regulation to 
mortgage lending and consumer protection issues. For example, the states began 
responding in 1999 to circumvcniionsof HOEPA and consumer abuses related to subprime 
lending Nmc years later and two years into a nationwide siibpr ime crisis and Congress 
has not yet been able to adopt a predatory lending law We believe that some industry 
advocates have pushed for preemption to prevent the states from being able to develop 
legislative and regulatory models for consumer protection and because they have been 
successful in thwarting legislation and .significant regulation at the federal level. 

Minimal Taxpayer Exposure 

CSBS strongly agrees that a regulatory system should have adequate safeguards that allow 
financial institution failures to occur while limiting taxpayers’ exposure to financial risk. 
Part of this process must be to prevent institutions from becoming ’‘too big to fail,” "too 
systemic to fail.” or simply too big to regulate. Specifically, the federai government must 
have regulatory fools in place to manage the orderly failure of the largest institutions rather 
than continuing to prop up failed systemic institutions. 

CSBS Principles of Regulatory Reform 

While numerous proposals will be advanced to overhaul the financial regulatory system, 
CSBS believes the structure of the regulatory system should 
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I, Usher in a new era of cooperative federalism, recognizing the rights of states to 
protect consumers and reatfirming the state role in chartering and supervising 
firancial institutions. 

2 Foster supervision ttet is tailoiod to the size, scope, and complexity of the 
institution and the risk they pose to the financial system 

3. Assure the promulgation and enforcement of consumer protection standards that 
are applicable to btnh state and nationally chartered financial institutions and arc 
enforceable by Icwraily-re^nsivc state officials against all such institutions. 

4. Encourage a diverse universe of financial institutions as a method of reducing risk 
to the system, encouraging competition, furthering innovation, insuring access to 
llnanciat markets, and promolmg efficient allocation of credit 

5 Support community and regional banks, which provide relationship lending and 
fuel local economic development 

6. Require financial institutions that are recipients of governmental protection or pose 
systemic risk to be subject to safety and soundness and consumer protection 
oversi^t 

The states, through CSBS and the State Liaison CommiRce’s involvement on the FFIBC, 
will be pan of any solution to regulatory restructuring or our current economic condition. 
We want to ensure consumers are protected, and prwcfve the viability of both the federal 
and Slate charter to ensure the success of our duat-banking system and our economy as a 
whole 

CSBS believes there is significant work to be done on this issue, and wc commend the 
GAO for undertaking this report 

Best regards. 



John W Ryan 
Exccuiivc Vice President 
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Consumers 

Union 


Via Ciectronic Mail 
December 16. 2008 
Ms. Oricc M. Williams 

Director, Financial Markets and Community Inveslmcni 
U.S. Government Accounlabilirv OITicc 
441 G Street. N.W. 

Washington, DC 20548 

Re; GAO Report on Refonning the Financial Regulatory System 
DcarM.s, Williams. 

Consumers Union, the nonprofit publisher of Conxumcr Reports, is deeply interested in creating 
a more elTcctive structure for the regulation of finaitciul ittsiituiions and other participants iit the 
financial markets. Financial regulation must be designed to prelect individuals as consumers of 
credit and deposit services, as investors, and as taxpayers. 

The spark for the financial crisis was unsuitable, poorly utKlcrwriftcn loans being sold (o 
individual homeowners. The risk was amplified by widespread sale of financial inslrumenU 
based on those mortgages. The resulting crisis of confidence has led to reduced eredibility for 
the U.S. financial .system, gridlocked credit markets, Iom of equity for homeowners who 
accepted subprime mortgages and for their neighbors who did not, empty houses and reduced 
property tax revenue. 

Any future financial rcgulaioiy structure mast include active federal and .state oversight, a 
priority on consumer protection, steps to make the pricing and features of financial producls loss 
complex, and more accountability by financial entities at each step of a financiat (raiisaclton. 

]. Regulators must be required to proactively monitor new products and practices to 
address dangers before they spread. Financial system rcgulatons must identify, evaluate, and 
mitigate emerging risks both to the financial system and to individuals. Regulators must 
abandon the old “wail and see” regulatory approach, where a problem has to grow to he national 
in scope, and perhaps be m the public eye. before it is addressed. Financial regulators must have 
independence from the entities they oversee and an express charge to regulate tor the prevention 
of hann both to individuals and to the financial system, 

2. Financial system regulators should give the same priority to consumer protection as tu 
safety and soundness. 'Die mortage crisis and its aftermath dramatically illustrate that the 
consumer proieciion and safety and soundness arc inextneabiy linked. Regulators must increase 
the priority placed on consumer protection. 


West Coast Office 

tS3S Mission Street * San Francisco, CA 94104 
(ei; 415,431.6747 • fax: 415.431.0906 • vvwyv.consijrnersunion.org 
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3. Practices and features that make (inanciat products sold to individuals (o» complex to 
understand must be stopped. The report speaks in several places about the need for financial 
literacy or improved disclosure. However, financia! products which arc too complex for the 
intended consumer cany fecial risks that no amount of additional disclosure or information will 
fix. In sul^rimc mortgages, for example, many homeowners were induced to refinance an 
existing loan for one that would offer a reduced payment for just the first two years. Others were 
assured (hat they could refinance later, yet the loan documents contained an expensive 
prepayment penalty. Many of the tens ofdKnisands of individuals who filed comments in the 
Federal Resm'e Bwd's Regulation AA docket on unfair or deceptive credit card practices 
reponed that they learned about harmful card issuer practices apparently permitted by the 
cardholder agreement only when the practice was first invoked against them. Regulatory refonn 
will be incomplete unless regulators identify and stop practices that make credit and deposit 
products dilTicull ftw individuals to understand and cvaluaic- 

4. Federal and state regulatory diversity is easenttai to robust oversight. We agree with 
report that it is imponani to eliminate the bottlenecks that can be caused by the coordination 
process between multiple federal regulators. However, no single federal agency leader can 
foresee all of the consequences of new prac(ice.s and products. For this reason, Consumers 
Union supiwris both an independent federal consumer protection agency for financial services 
products (with ctmeunent jurisdiction with existing banking agencies), and the power of states to 
develop and enforce consumer protections. The swifland troubling developments in the 
financial meltdown show ihai wc carmot rely on a single federal agency leader to anticipate all of 
the risks in new practices and products, nor to have the inclination or the resources to pursue all 
of the areas where law enforcement is needed. 

5. Accountability must he built into the financial system. During the build-up to the crisis, 
loan originators and secuniiration packagers got fees even if loans couldn't later be repaid 
Regulatory restructuring should include changing the incentives in the private markcl by 
requiring that everyone who gets a fee in connection with u credil product alsu keeps some of (he 
risk of fiinire nonpayment and the risk of problems with the loan, in addition, everyone who 
offers financial products to consumers should be subject to suitability tequirements and fiduciary 
duties. 

Weap!»eeiHlc the work ofthcOAO in this impnrtam issue area. Creating a strong, trusted 
regulatory stnictiirc fur finaneiiil protUicis and the financial markets is essential to rebuilding the 
public confidence in ihe U.S. .financial markets 

Very truly yours, 

Gail Hillebrand 

Financial Services Campaign Manager 
Consumers Union of U.S., Inc. 
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n 

CUNA 1 



December 18, 2008 


Mf. Cody Goebel 

Assistarg Director 

Financial Markets and Community intrestment U S. Government Accountability 

Office 

441 G Street, MW. Room 2440B 

Washington, DC 20548 


Dear Mr. Goebel: 


On behalf of the Credit Union National Association, ihank you for the opsortunity 

Bill Hampel. Ryan Donovan, and 1 had December 12, 2008 to review the 

Government Accountability Office’s draft report on restructuring the financial 
regulatory system. CUNA Is the largest advocacy organization represeniing the 
nation’s 8,200 stale and federal credit unions, which serve approximately 91 
million members. 


The report's treatment of credit unions is understandably abbretnated, given the 
fact that credit unions were not Ihe cause of the financial market meltdown » 
although a limited number have experienced serious collateral effects. In line 

GAO'S approach, our letter focuses only on the ir^dependence of (he 

National Credit Union Adminisiraiion Board 


Unlike Ihe Treasury’s "Blueprint lor Financial Modemizatiw," which reflecis a 
complete disregard for and lack of uriderslar^0ir>g of credit unions, the OAO draft 
stops short of offering specific recommendations. Even so, the report indicates 
itiere is ment to consideration of regulatory consolidation for certain purposes. 

Such as consumer protection, and to address threats to the overel! siability of (he 
financial system While we recognize me factors that support such consideration 
and appreciate mat with four federal bank regulators, some consolidation there 
may be appropriate, we would strongly oppose any efforts to combine NCUA or 
its insurance (unclion with another agertcy, as addressed below. 


The draft report sets out several defined goals for an appropriate regulatory 
system, which include: a comprehertsive approarm to regulation that is system 
wide, flexible, efficicni, and independent while providing consistent consumer 
protection and financial oversight 


CUNA likewise suppo'Is these objectives, which we believe are wholly consistent 
wim me continuation of a separate regulator lor credit unions. Earlier this month, 

CUNA’s Governmental Affairs Committee reaffirmed strong support for a distinct 

© 

CiapiTMKHjHr 

j iXrU'V W... ’. ri.; 
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Mary E>unn 
December i 8, 20(^ 

Page2or2 

federal regulator as long as It provides r^orous, effective supervision that 
enhances ih^r fnancia) streng^ and -s well-tailored to the level of risk credit 
unions demcHisIr^. At the same time, credit unions need and deserve a 
regulattM- U>at will facititate, not stymie, their capabilities to provide innovative yet 
sate serMces to their consumer-members at favorable rates. While urging 
NCUA's ind^endence. credit unions also appreciate the need for the agencies 
to address certain issues cdlectively. and to that end CUNA has recommended 
NCUA be irKiuded in the Presktandal Working Group, which is currently 
comprised of ff)e banking regulatws but not NCUA. 

Another goal the GAO draft includes is to minimize taxpayers' exposure in the 
event problems arise. To that eetd. the credit union regulatory structure 
combines the errforcement of dmanding safety and soundness standards under 
NCUA's prompt corrective action provisions with an approach that seeks to 
contain credit uniori problems within the system. Virtually alt o( the funds to 
operate NCUA and the NCUSIF are provided by the credit union system, without 
reliance on taxpayer dollars, and since its inception in 1 978, the NCUSIF has 
achieved a commendable record in managing problem cases and avoiding 
taxpayer losses Another example of credit unions’ self-sustaining efforts is their 
advocacy lor the use of NCUSIF funds to purchase troubled assets from ffie 
limited number of natural person credit unions that might need such assislance 
first, before seeking back-up assistance from the Treasury's Troubled Asset 
Relief Program. 

For many credit imions. maintaining a separate regulator is optical to their 
preservation as institutions with fundameniaiiy different motlvaltons than o^er 
financial intermediaries have. Credit unions are operated by vdunteer boards 
who do not receive economic inducements to serve but rather serve to meet ttie 
financial needs of their member-owners Banks are motivated by the need to 
reward their stockholders first, and then their customers. Because of these core 
differences, only a separate, effeclive regulator will provide the singular focus 
necessary to further credit unions’ distinctiveness, thereby ensuring consumers 
will continue to have choices in the financial marketplace. 

Again, thank you for the opportunity to provide these comments following the 
review of your draft Please do not hesitato to cor^tact any one of us If you have 
guest'ons about credit unions or this letter. All the best for happy holidays. 

Sincerely. 

"fyht^y 

Mary Micheii Dunn 

CUNA Deputy Oeneral Counsel and 

Senior Vice President 
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F»dera( Dsposit Insuranc* Corporation 

5$0 tTibSffeeiNW, W^wgton, CC.20t29-99S) ans'0''otSupeiviS!onan{ICwsumetPfo<eciion 


December 10, 2(K)8 
Ms, Orice M. Williams 

Director. Financial Markets and Community Investment 
U.S. Government Accountability Office 
441 G Street, N.W. 

Washington, D.C. 20548 

Dear Ms. Williams: 

The FDIC aj^reciaies the c^portunityto provide comments on the GAO's report titled Financia l 
Regulation: A Framework for Crafting and Assessing Proposals to Modernize the Outdated U.S. 
Financial Re^latorv System We understand chat this report is seif-initiated, and is intended to 
provide a set of principles by which policymakers can evaluate various proposals to restructure 
the U.S. fmancial regulatory system. We commotd the GAO for undertaking this important 
project. 

As an overarching premise, the report slates that the U.S. fmancial regulatory structure is in need 
of motlemiration. The FDIC agrees that effective reform of the U.S financial regulatory system 
would help avoid a recurrence of the economic and financial problems we are now experiencing. 

As we consider recent experience, two issues related to U.S. financial regulatory performance 
stand ou: to us as being of panicular concern. First, our regulatory structure collectively did not 
address a systematic breakdown in lending standards in wide segments of the U.S. mortgage 
market. An important lesson that should be incorporated in any regulatory reform proposal is 
that irresponsible or abusive lending practices are consistent neither with safe-and-sound banking 
nor with sustainable economic growth. 

Second, the regulatory structure collectively permitted excessive leverage in the non-bank 
financial system. Facing no explicit leverage constraints, and lulled by quantitative models and 
agency ratings into believing risks were minimal, a variety of large investment banks, financial 
guarantee insurers and hedge funds operated with a degree of leverage that significantly 
diminished their ability to withstand financial stress. An important lesson from recent years is 
that unconstrained leverage places not only individual finns at risk, but greatly increases (he 
seventy of financial market downturns and imposes significant costs on taxpayers. 

Ih^e two issues were not addressed as efi'ectively as they should have been, in pan because of 
regulatory gaps, and in pan because of regulatory choices about how to exercise existing 
autlwrity. Thus, while the role of regulatory structure is an important pan of improving 
regulatory pcrformartcc, statutory mandates for the regulators arc of equal imponance. Existing 
prompt coirective action law is a good example of a successful mandate. Any regulatory reform 
proposal should include consideration of appropriate mandates in the area of consumer 
protection. For example, some tending practices can be so egregious as to warrant their outright 
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prohibition, as opposed to placing sole reliance on promoting financial literacy or improving 
disclosures. Regulatory reform prt^sals should also consider statutory mandates for leverage 
constraints for non-bank financial firms, and well-defined mechanisms to protect taxpayers from 
the c<Kt of financial bailouts. 


We believe the experience of recent years strongly supports the importance of an independent 
FD3C with the resources and authority to safeguard the government’s financial stake in federal 
deposit insurance and promote public confidence in the banking system. The FDIC's 
independent perspective has been evidenced in recent years by its actions addressing both 
individual troubled financial institutions and systemic risk, strengthening our deposit insurance 
system, ensuring capital safeguards in the implementation of Basel ll's advanced approaches, 
and promoting confidence in the banking system by promoting financial literacy, educating 
consumers about deposit insurance and taking actions to protect consumers. 

Thank you once again for the oppoiiunity to comment on this report. As always, we have 
appreciated the {Hofessionalism with which the GAO's review team conducted this assignment. 


ll/yTy-x-^ 


Sandra L. Thompson 
Director 
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December18. 2008 
Ms Once M. Williams 

Director. Financial Markets and Community Investment 
U S Govemm^t Accountability Office 
441 G Street. N W. 

Washington, O.C. 20548 

Dear Ms WHiiams 

The Mortgage Bankers Associatwn greatly appreciates the opportunity to comment on the 
forthcoming report of the United States Government Accountability Office entitled "Financial 
Regulation: A Framewortc for Crafting and Assessing Prc^osals to Modernize the Outdated U.S. 
Regulatory System." MBA strongly supports the improvement of the regulatory requirements 
and the regulatory structure for mortgage lending arid commends GAO'S efforts in this vital 
area. 

MBA's main comments are that the report should recngnize that: (1) responsibility for the 
currant financial cnsis is diffuse; (2) solutions recommended for the lending sphere should 
include consideration of a uniform mortgage lending standard that is preemptive of state lending 
standards: and (3) federal regulation of at least independent mortgage bankers deserves 
discussion. 

(n MBA's view, the factors contributing to the current crisis are manifold They Include, but are 
not limited to. traditional factors such as unemployment and family difficulties, high real estate 
prices and overbuilding, extraordinary appetites for returns, lowering of lending standards to 
satisfy investor and borrower needs, the growth of unregulated and lightly regulated entitles 
and. to some degree, borrower misjudgment and even fraud 

In MBA s view no single actor or actors can fairly be assigned sole or even predominant blame 
for where we are today On the other hand, MBA strongly believes that all of these factors 
contributing to the crisis deserve review as we fashion regulatory solutions. Specifically, 
respecting mortgage tending. MBA believes that the crisis presents an unparalleled opportunity 
to reevaluate the current regulatory requirements and structure for mortgage lending to protect 
the nation going forward. 

MBA has tong supported establishment of a uniform national mortgage tending standard that 
establishes strong federal protections, preempts the web of state laws and updates end 
expands federal requirements Currently, lending is governed, and consumers are protected by, 
a patchwork of mote than 30 different state laws which are piled on top of federal requirements. 
Some state laws are overly intrusive and some are weak The federal requirements in some 
cases are duplicative and in some areas are out-of-date in some states, there are no lending 
laws and borrowers have liWe protection beyond federal requirements. 


MORTGAGE 

BANKERS 

ASSOCIATION* 
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MBA bdteves legislators shoild look at the mo^ elective state ar>d federal approaches and 
work viHih stakeholders to fashion a new uniform standard which is appropriately up-to-date, 
robust, applies to every lender, and protects every borrower. It should be enacted by the 
Congress arxJ preempt state laws. A uniform standard would help restore investor confidence 
and be the n:H)st enecti\to and least costly means of protecting consumers against lending 
abuses ^aiilM^wide. Havirrg one standard would avoid undue comj^lance costs, facilitate 
carrg)etlt)on and ultimately decrease consumer costs. 

MBA recognizes that (toe of the key objections to a preemptive national standard is that it would 
not be flexible etod adaptable and predude state responses to future abuse. MBA believes this 
problem is sitonountable and could be resolved by injecting dynamism Into the law. One 
approach would be to suftoier^ent the law as needed going forward with new prohibitions and 
requirements formulated by federal and state ogidals in consultation. 

Currency, some morigage lenders are regulated as federal depository institutions, some as 
state depositories and some as stale-regulated non-depositories. MBA believes that along with 
establi^ment of a uniform standard, a new federal regulator for independent mortgage bankers 
and mortgage brokers should be considered and MBA is interested in exploring that possibillly. 

A new regulator should have sufficient authwities to assure prudent operations to address 
financing needs of consumers. i> such an approach is adopted, stales also could maintain a 
partnership with the federal regulator in examination, enforcement and licensing. MBA believes 
the combined efforts of state and federal officials in regulatory reviews and enforcement under a 
uniform standard would greatly increase regulatory effectiveness and focus 

Notably, any new regulatory scheme should address the differing regulatory concerns presented 
by mortgage bankers and by mortgage brokers, constdering their differing functions and the 
differing policy concerns which the respective industnes present, MBA has written extensively 
on this subject and commends to GAO's attention the attached report entitled MortaaoB 
Bankers and Mortgage Brokers. DisUncI Businesses Warranting Distinct Regulation (2008). 

Again. MBA strongly believes today’s financial difficulties present an unparalleled opportunity to 
establish better regulation in the years to come. Today's financial crisis reminds us daily that 
finartcial markets are national and international in scope As the crisis vrorsened, the world 
looked to national and international governments for solutions. MBA believes it would be 
unwise not to use this moment to establish a natior^l standard and cease dispersing regulatory 
responsibility, to help prevent crises ahead 

Thank you again for the opportunity to comment. 


Sincwely, 

John A. Courson 
Chief Operating Officer 
Mortgage Bankers Association 
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lllllllll Assoctaiioii of Federal Credit Unions 

TJSrrj^3l38 tOlli Street NorIb • Srlington. \'A2:20t-2U9 
— (?«3> <22-4770 •(80»)33&-4644 • Fax (7031 524-JOS2 
tvttw.nafcB.ore • Rafciiii nafeu.nrg 

December ! 5, 2008 

Oricc M. WiHiaros 
Director 

Financial Markets and Cwnmunity Inveslraenl 
U-S. Govcmmcnl Accountability Office 
441 G Street. NW 
Washington, D.C. 20548 

RE; Report of the U.S. Government Accountability Office on the Financial Markets 

and Financial Regulatory Structure 

Dear Ms. Williams: 

On behalf of the National A.«oc«alion of Federal Credit Unions (NAF(!0), the only 
trade association that exclusively represents tlw interests of ow nation’s federal credil unions 
(FCUs), 1 am providing the following cymmenis regarding the upcoming report by the U.S. 
Oovcmmeni Accountability Office (GAO) regarding the state of the financial industry and the 
regulatory structure. 

NAFCU would first like to express our appreciation for the opporlunity to meet with 
OAO staff and to review the draft (iAO Repon. As a trade association that represents federal 
credit unions, which are uniquely siructured to provide provident thrift at lower cost to persons 
whom they arc chatteted to serve, we believe we provide unique and specific insight regarding 
the crisis in the financial sector and the regulator' structure under which financial institutions 
operate. We applaud the GaO for preparing a well written draft Report We would like, 
however, to use this oppominiry to provide the following s^ciOtt comments and suggestions. 

References to Credit Unions 

The draft Report references comprehensive regulations to which "some institutions, 
such as banks .. ." ere subject. To ensure that readers of the Report do not misunderstand, we 
request the Report adds “credit unions.” We specifically ask that Ihe phrase “credit unions” is 
added in the following places of the draft report: (1) page 5 after “For example, some 
insttmtions, such at; banks”; (2) page 8. line 1 after the word “banks”: and (3 ) on page 23, in the 
first full para^aph, add “credit unions” after “banks" and before "broker-dealers,” 
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Ms. Oricc M. Williams 
December 15, 2{K)8 
Page 2 of 2 

Also, we ask that the phrase “iwa-crcdit union" is added after • ngn-bank" on page 17, 
Figure 2. Similarly, “non-oroiit unions" should follow "non-banks" oti page 21 m ihe 
suWieading that presently reads “Activities of NonBank Mongogc Lenders Played A 
Significant Role." As you are aware, the non-banks referenced in the figure are also non-credii 
unions. As such, we believe the iigurc would be clearer if it more clearly explains ibai [lie non- 
banks are also not credit unions. 

Framework for Regulatory Restructuring 

A key aspcci of the draft report is the provision of nine elemenis as a framework to 
restructure the financial regulatory sy.stcm. While wc believe the framework coniains sound 
ideas, wc stiMigly recommend that you fully incorporare the need to ensure that smaller 
inslimtions, particularly cretlit untons, are not inadvertently overlooked m any restructuring that 
Congress may institute. 

We arc paiticulaily concerned about Clement Two and Element Eight. Eicmeni Two 
recommends a single “matket stability regulaior" Element Eight recommends consistent 
financial oversight. As we have previously expressed to GAO staff, wc believe an independent 
regulator should continue to oversee and examine federal credit unions. The distinctive 
characteristics of federal credit unions, including their cooperative structure and mission to 
provide provident service at lower cost to those they arc chartered to serve, nuccssiiaies that 
they are regulated by an independent entity. Accordingly, wc request that these two elements 
are revised to reflect the need of an independent regulator for federal credit unions. 

NAFCU appreciates this opportunity to share its comments on Ihis interim rule, Should 
you have any questions or require additional inibrmalion please call me at (703} 522-4770 or 
(800) .13f.-4644 ext. 268. 

Sincerely. 


Tessema TcfTcri 

Associate Director of Regulatory Affairs 
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December 16, 2008 


VIA EMAIL AND U.S. MAIL 

Ms, Orice M. Williams (willtamso@gao gov) 

Director, Financial MaAeb ard CtMirmunity Investment 
U.S. Government AccounKbility Office 
441 G Street, NW. 

Washington. DC 20548 

with copies via email to: 

Mr Cody Goebel. Assistant Director (gocbcic@gao.gov) 

Mr Randall Fasnacht {fa5n3chlr@gao gov) 

Re Comments on Draft Report. GAO-09-2 1 6 
Dear Ms. Williams: 

We appreciate the opportunity to reviewr the draft report at your offices on December 4, 
and to ofl'cr comments. Tlwse are oflered jointly by CRL. the National Consumer i.aw 
Center and USPIRG 

The report is a thoughtful and thorough review of the structural issues regarding 
regulatory reform. We especially appreciate that your report notes the problem of charter 
compeiiuon and the distorting impact of (he funding structure for (he banking regulators. 

We would like to preface our comments by slating the obvious - that this review does not 
occur in a vacuum, but rather in the context of a major crisis which exposed fundamental 
weaknesses on many fronts. The structural problems in the federal regulator system are 
but one Some of these comments derive not from the specific content of the report, but 
the messages conveyed by some of (he references to other aspects of the crisis, such as 
the nature of the market and consumer behavior Another especially important comment 
derives as much from what is left unsaid. Perhaps it seems as though il should go without 
saying, but given much of the debate that this crisis has engendered, we fear that without 
at least an acknowledgement of what ts not addressed by your report, necessary 
reminders of other integral parts of regulatory reform may be lost, 

While the structure of regulation can create its own problems, such as the potential for 
charter compcliiion and regulatory capture that you note, regulators also need toots (in 
the form of law.s to enforce, or directives (o promulgate rules in furtherance of such 
laws), adequate resources and. above alt, the will to regulate No amount of structural 
reform will succeed if regulators have no charge to fulfill in their job, nor the will to do 
so. We have bad three decades of a dcrcgulatory agenda, and williout a change in that 
overarching view, structural changes will be msuftlcient. We recognize that the 
prevailing philosophy of regulation wa.s not the locus of this report. However, we believe 
that any discussion of regulatory structural reform must be accompanied by an explicit 
caveat that it addresses only one aspect of the overall regulatory issues that contributed to 
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this crisis, and that changing the sftiicture, alone, will be insuftlcieni if these other 
necessary conditions for effective oversight arc not reformed, as welt 

Beyond that overarching context for regulatory reform, we offer the following comments 

1. The best way to avoid systemk risk is to address problems that exist at the level 
of individual consumer traosactions, before they pose a threat to the system as a 
whole. 

The report aj^ropriately addresses the need to effectively monitor and regulate problems 
that threaten the financial system as a whole However, the most effective way to address 
systemic risk is to identity market failures that threaten abuse of individual consumers, 
and to address these failures before they threaten the system as a whole The crisis today 
w-ould not have reached its current sute had problems been addressed and prevented 
before (hey evolved into die foreclosure ^idemic now underway 

The report correctly notes that most subprime lending was done by nonbank lenders who 
were not subject to oversight by the federal banking agencies. ' However, the market 
failures that contributed to the current crisis arc not limited to the subprime market. The 
failure of the Alt-A market, including poorly urtdcrwrftlen non-traditional loans, arc aiso 
significant contributors, as is becoming increasingly apparent. The failures of IndyMac 
and Washington Mutual, among others, are largely the function of overly aggressive 
lending of risky products that were unsuitable for tar too many borrowers, and these did 
occur under the watch of the federal banking agencies. Though the federal banking 
agencies issued some guidelines for nonlraditional lending, it was too little and loo late. 
Further, to judge from the performance of the late vintages of these loans, even then, they 
were insufficiently enforced 

But in any case, neither bank nor nonbank lenders were subject to adequate consumer 
protection laws Both banks and non-bank lenders pressed legislators and regulators not 
to enact such protections Furihemiorc. banks subject to federal regulation also 
contributed to the problem by being part of the secondary market's demand for the risky 
products that permeated the subprime and AU-A markets.^ The report should make clear 
that to adequately protect consumers, and avoid systemic risk m the future, whatever 
regulatory slruciurc emerges wilt need to be more robust and effective in protecting 
consumers than the eufreni system has been to date 


' Funher, ihc ihreat of federal preemption and its absence of suitable consuiner protection ^ave the noiibank 
lenders the argumeni that they jusi warned a "level playing field." -on a field largely widioul niles, To that 
exieni, the regulatory sirticTure played into ihe separaie thread of whether there were adequaie tools for 
regulators. Ibe preempiion agenda was pan of the inomcniuiniotlic lowest common denommator for the 
substance of regulatim 

‘ Reccni studies have found that the securitization process in faci contributed to the aggressive lending and 
poor undcrwniing. See, eg. Benjamin i. Keys. Tanmoy Mikheiyee. Amit Seru, Viktani Vig, .'iectimcaiitm 
omi Sereemng' Uvuknee f-'n/m Subprutm Murigage Hacked SeevniK.'s, pp, 26-2? {January 2008), available 
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2. To enecliv^ protect consumers the regulatory system must prohibit 
unsustainabie lending; disclosures and “ftnanciai literacy" are not enough. 

The fundamental problem at the bean of today’s crisis is that loan originators pushed 
borrowers into Iom> products that were inherently risky and unsustainable by design, and 
they did so notwithstanding die availability of the more suitable and affordable loans for 
which they qualified.^ The most common [woduct in the subprimt* market in recent years 
was not merely an adjustable rate mortgage, but rather an adjustable rate mortgage with 
built-in payment shock that lenders anticipated most borrowers could not afford, but that 
they could avoid only by retlnancing before the payment shock took effect, typical ly 
paying typically 3% to 4% of the loan balance as a “prepayment penalty” in order to 
refinance. 

According to a Wall Strwt Journal study. 55% of the borrowers who received such loans 
m 2005, and 60% of those who received them in 2006, had credit scores high enough to 
have qualified for lower cost pnme loans.'* And even those borrowers who did not 
qualify for prime ctnild have had 30-year fixed rate loans for approximately 65 basis 
points above the introductory rale on the loans they received.^ The report suggests 
incorrectly (pp- 45-44) that sobprime loans “heip[) borrowers afford bouses” they could 
not otherwise afford, when m fact, most subprime loans refinanced existing loans, rather 
than purchased new homes.*’ But in either case, had borrowers been offered the more 
suitable loans for which many qualified, many more borrowers could have sustained 
homeowncrship ’ 

The experience with the recent vintages of Alt-A loans are similarly instructive. Chris 
h'errell, an economics editor with the NPR program Marketplace referred to the Payment 
Cation ARM product (many of which are Alt-A) as "the most complicated mortgage 
product ever marketed to consumers." The greater the complexity, the less suitable that 
disclosure is as a "market perfecting" tool. Further, the huge jump in payment option 
ARMS, (from $145 billion to $255 billion from 2004-2007), was primarily possible only 
by the increasingly poor underwriting. Countrywide, one of the major issuers of these 


’For mole ticuil on ca<u«s of ilt« crisis, .vcv Ttstimony of Eric Siein. Comer for Responsible Lending, 
Before the tJ .S Senate Comimnee on Bankm);. Housintj and Urban Affairs (October 16, 2008), 


’ Rick Brooks and Ruth .Simon, .S'afipnmf De/taHe Traps two yeryCredit-H'iirihyAs Housing HanmeJ. 
Inthairv PmheJ hums Too BnHHkr Market. Wall Street Journal ai Al (Dec J, 2007). 

' Utter fnMti Coalition for fair & AffordaNe Lending to Ben S. Bemanke, Sheila C. Bair. John C Diigaii, 
John M. Reich, JoAnn Johnson, and Neil Milner (Jan. 2S. 200?) al 3. 

'See. eg Subpiime l.emhng: .4 ,Vei JJroinon W<Mit«fm7iert*r/j, CRL Issue Paper. No. i4(March27, 
2007), 

’ See. e.g. Lei Ding. Roberto 0. Ouercia. Wei t.i. and Jannefce ftaiclifl'c, Htsky Burniwers or Kisky 
Mortgages, liiitaggregaiing Hffeeli l/singTrripeiKiiy.'!siireKUKiel.\. Center for Connimilily Capital, Univ, 
of North Carolina & Center for Responsible Lending (Working Paper. Sepi, 1.1, 2008) 
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loans (that issued th^ under both its national bank and federal thrift charters, as well as 
some of its non-depository entities) admitted that an estimated 80% of its recent 
POARMs would not meet the late 2{X>6 federal guidelines “ 

The Federal Reserve has not^ that, given the misaligned incentives of originators and 
the complexity of products and loan features, even with increased information or 
knowledge, borrowers could not have defended against poorly underwrmen, risky 
products and deceptive practices. The main problem with these loans was not the 
inadequacy of the disclosures or the financial literacy of the borrowers Rather, the 
fundamental problem was diat - as the federal banking regulators belatedly recognized 
with respect to non-Uaditional loans in late 2006 and subprime lending in 2007 — lenders 
should not have made loans that th^ knew borrowers would be unable to sustain without 
retmancing. 

3. To eiTcettvety protect consumers, the regulatory system must monitor and 
address market incentives that encourage loan originators to push risky or 
unsuitable loan products. 

The report correctly notes that market incentives encouraged loan originators to extend 
excessive credit (p 22). It should also note that these same incentives encouraged them 
to push riskier productions and features than the borrowers qualiilcd for.'' The report 
^ould note the need Iw regulatory oversight of market failures that reward market 
jarticipants for irresponsible behavior. 


We understand that philosophies of consumer protection and the adequacy of consumer 
protection laws is not your intended focus However, there were occasional statements in 
the report which, intended or not, seemed to convey a message that improved disclosure 
or literacy would be adequate. Yei more people - including some of the regulators 
themselves - are recognizing that m an era of hi^ly complex products and unseen 
perverse incenlives, disclosure is an insufTicient tool, and literacy is an elusive goal. 

We would be happy to provide further information 


• Counnywidt. }(} o’ EurmnxsSupplcaivmal I’rvseniatHm {October 26, 2007). To again emphasize that 
the iedera! banking reguUtoi.' cunmbuied tolbe problem, some S14I billion of those payment option 
ARMs Hffc issued when Countrywide was under the OCC's watch 

* After ftling for banknipicy, the CEO of one mongage tender explained ii this way to the New Yotk 
Tunes. "The market is paying me to do a no-income-veriftcaiioii loan more than It Is paying me tu do the 
full ducMncntation loans,'' he said "What would you do^" Vikas Bajaj and Clnistitic Haughney. Tremnn 
ai ihe Door Mum I'eofdt wth nVmt C>c<* */ An /ie/aulmn un .Wottjjaj'et, New York Times flatmarv 26, 
2007). 
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Sincerely, 

Cenicr fof R«ponsible Lending 
National Consumer Law CentCT 
US PIRG 

Contacts: 

Ellen Harnick 

Center for ResponsiWc Lending 

Ellen Hamick@ResDQnsibieLendingofg 

919-313-8553 

Kathleen Keesl 

Center For Responsible Lending 
Kathleen KeesttSResponsibleLcndine ore 
919-313-8548 


age 98 


GAO-09-216 Financial Regulation 




259 


Appendix XII: GAO Contacts and Staff 
Acknowledgments 


Once M. Willi^ns, (202) 512-8678 or waiiamso@gao.gov, or 
Richard J. Hillman, (202) 512-8678 or hillmanr@gao.gov. 


In addition to the contacts named above, Cody Goebel (Assistant 
Director), Kevin Averyt, Nancy Barry, Rudy Chatlos, Randy Fasnacht, 
Jeanette Franzel, Thomas McCooI, Jim McDermott, Kim McGatlin, Thomas 
Melito, Marc Molino, Susan Offutt, Scott Purdy, John Reilly, Barbara 
Roesmann, Paul Thompson, Winnie Tsen, Jim Vitarello, and Steve Westley 
made key contributions to this report. 


GAO Contacts 

Staff 

Acknowledgments 


Page 99 


GAO-09-216 Financial Regulation 



260 


Related GAO Products 


Troubled Asset- Relief Program: Additional Actions Needed to Better 
Ensure Integrity, Accountability, and Transparency. GAO-09-161. 
Washington, D.C.: December 2, 2008. 

Hedge Funds: Regulators and Market Participants Are Taking Steps to 
Strengthen Market Discipline, but Continued Attention Is Needed. 
GAO-08-200. Washington, D.C.: January 24, 2008. 

Information on Recent Default and Foreclosure Trends for Home 
Mortgages and Associated Economic and Market Developments. 
GAO-08-78R. Washington, D.C.: October 16, 2007. 

Financial Regulation: Industry Trends Continue to Challenge the 
Federal Regvlatoi-y Shucture. GAO-08-32. Washington, D.C.: October 12, 
2007. 

Financial Market Regulation: Agencies Engaged in Consolidated 
Supervision Can Strengthen Performance Measurement and 
Collabomlion. GAO’07-154. Washington, D.C,: March 15, 2007, 

Alternative Mortgage Products: Impact on Defaults Remains Unclear, 
but Disclosure of Risks to Borrowers Could Be Improved. GAO-06-i021. 
Washington, D.C.: September 19, 2006. 

Credit Cards: Increased Complexity in Rates and Fees Heightens Need 
for More Effective Disclosures to Consumers. GAO-06-929, Washington, 
D.C.: September 12, 2006. 

Financial Regulation: Industry Changes Prompt Need to Reconsider U.S. 
Regulatory Structure. GAO-05-61. Washington, D.C.: October 6, 2004. 

Consumer Pivtection: Federal and State Agencies Face Challenges in 
Combating Predatory Lending. GAO-04-280, Washington, D.C.; JanuaiySO, 
2004. 

IjOng-Term Capital Management: Regulators Need to Focu.s Greater 
Attention on Systemic Risk. GAO/GGD-00-3. Washington, D.C.: October 29, 
1999. 

Financial Derivatives: Actions Needed to Protect the Financial System.. 
GAO/GGD-94-133. Washington, D.C.; May 18, 1994. 


(250401) 


Page 100 


GAO-09-216 Financial Regulation 



261 



GAO’s Mission 

The Government Accountability Office, the audit, evaluation, and 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON 
FROM PAUL A. VOLCKER 

Q.l. There is pressure to move quickly and reform our financial 
regulatory structure. What areas should we address in the near fu- 
ture and which areas should we set aside until we realize the full 
cost of the economic fallout we are currently experiencing? 

A.I. I recognize the desire to move quickly to reform the financial 
regulators structure, but more important is to get it right. Speed 
should not become the enemy of the good, and a piece-meal ap- 
proach may inadvertently prejudice the thoroughgoing comprehen- 
sive measures we need. There may be a few measures — such as the 
proposed new crisis resolution procedure — that may be usefully en- 
acted promptly, but we still have much to learn from unfolding ex- 
perience and about the need to achieve international consistency. 

Q.2. The largest individual corporate bailout to date has not been 
a commercial bank, but an insurance company. Given the critical 
role of insurers in enabling credit transactions and insuring 
against every kind of potential loss, and the size and complexity of 
many insurance companies, do you believe that we can undertake 
serious market reform without establishing Federal regulation of 
the insurance industry? 

A.2. Consideration of Federal regulation of insurance companies 
and their holding companies is an example of the need for a com- 
prehensive approach. A feasible starting point should be the avail- 
ability of a Federal charter, at least for large institutions operating 
inter-state and internationally, with the implication of Federal su- 
pervision. 

Q.3. As Chairman of the G-30, can you go into greater detail 
about the report’s recommended reestablishment of a framework 
for supervision over large international insurers? Particularly, cm 
you provide some further details or thoughts on how this rec- 
ommendation could be developed here in the United States? Can 
you comment on the advantages of creating a Federal insurance 
regulator in the United States? 

A.3. As indicated, the absence of a Federal charter and super- 
vision for insurance companies is a gap in our current regulatory 
framework. I am not prepared now to opine whether the Federal 
regulator should be separate from other supervisory agencies but 
some means of encouraging alignment is necessary. Again, I’d pre- 
fer to see the issue resolved in the context of a more comprehensive 
approach; in this case including consideration of appropriate and 
feasible international standards. 

Q.4. How should the Government and regulators look to mitigate 
the systemic risks posed by large interconnected financial compa- 
nies? Do we risk distorting the market by identifying certain insti- 
tutions as systemically important? How do foreign countries iden- 
tify and regulate systemically critical institutions? 

A.4. The question of mitigating systemic risks is a key issue in 
financial reform, and can be approached in different ways. Specifi- 
cally identifying particular institutions as systemically important, 
with the implication of special supervisory attention and support, 
has important adverse implications in terms of competitive balance 
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and moral hazard. I am not aware of any foreign country that ex- 
plicitly identifies and regulates particular systemically critical in- 
stitutions, but in practice sizable banking institutions have been 
protected. 

An alternative approach toward systemic risk would be to pro- 
vide a designated regulatory agency with authority to oversee 
banks and other institutions, with a mandate to identify financial 
practices (e.g., weak credit practices, speculative trading excesses, 
emerging “bubbles”, capital weaknesses) that create systemic risk 
and need regulatory supervision. Particular institutions need not 
be identified for special attention. 

Q.5. In your testimony you say that you support continuing past 
U.S. practice of prohibiting ownership or control of Government-in- 
sured, deposit-taking institutions by non-financial firms. What are 
your thoughts on the commercial industrial loan company (ILC) 
charter? Should this continue to exist? 

A.5. I do believe recent experience only reinforces long-standing 
American aversion to mixtures of banking and commerce. The com- 
mercial industrial loan companies and other devices to blur the dis- 
tinction should be guarded against, severely limited if not prohib- 
ited. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR JOHNSON 
FROM GENE L. DODARO 

Q.l. There is pressure to move quickly and reform our financial 
regulatory structure. What areas should we address in the near fu- 
ture and which areas should we set aside until we realize the full 
cost of the economic fallout we are currently experiencing? 

A.I. As we noted in our January 2009 report, financial regulators 
have been appropriately focused on limiting the damage from the 
current crisis to the United States economy and its financial sys- 
tem. ^ Given the experiences of other countries, particularly Japan 
that suffered stagnation for a decade likely as a result of its inef- 
fective attempts to address its financial crisis in the 1990s, Con- 
gress and regulators should likely continue to address in the near 
term efforts to further stem the crisis and restore our financial in- 
stitutions to more normal operating conditions, including finding 
an appropriate and effective solution to the issue of troubled assets 
being held by so many institutions. 

However, directing actions more to the current crisis should not 
preclude Congress from exploring with regulators plans for mod- 
ernizing the United States financial regulatory system. As we 
pointed out, taking piecemeal actions and creating new regulations 
and regulatory bodies in the aftermath of past financial turmoil is 
one reason why our current structure is so fragmented and has the 
gaps and inconsistencies in oversight that have contributed to the 
current crisis. As a result, careful consideration of how best to de- 
velop a structure and financial regulatory bodies within it that 
more holistically embodies aspects like the nine elements of an ef- 
fective regulatory system that we described in our report is impor- 


1 GAO, Financial Regulation: A Framework for Crafting and Assessing Proposals to Modernize 
the Outdated U.S. Financial Regulatory System, GAO— 09— 216 (Washington, D.C.: Jan. 8, 2009.) 
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tant. Taking adequate time to consider and complete this critical 
task is more advisable than taking quick actions that could lead to 
gaps or inconsistencies later. 

Q.2. The largest individual corporate bailout to date has not been 
a commercial bank, but an insurance company. Given the critical 
role of insurers in enabling credit transactions and insuring 
against every kind of potential loss, and the size and complexity of 
many insurance companies, do you believe that we can undertake 
serious market reform without establishing Federal regulation of 
the insurance industry? 

A.2. Over the years, GAO has reported on the inconsistency and 
lack of uniformity of regulation that insurance companies receive 
across states. This lack of consistency can lead to uneven protec- 
tions for consumers across states as well as inefficiencies for insur- 
ers that could lead to higher premiums. We currently have a study 
under way looking at reciprocity and uniformity of State insurance 
regulation in three key areas: product approval, producer licensing, 
and market conduct regulation. The study will touch on issues of 
consistent oversight across states. Having an optional Federal char- 
ter for insurance would be one way to potentially increase the con- 
sistency of oversight of insurance companies. 

Although the problems experienced by AIG and the subsequent 
action by the Government to address them demonstrates that the 
United States has significant gaps in its oversight of significant fi- 
nancial institutions, the extent to which this case demonstrates the 
need for Federal insurance oversight is unclear. Although some of 
AIG’s financial difficulties arose from the securities lending activi- 
ties engaged in by its life insurance companies, and some of the 
Federal assistance went toward unwinding those transactions, the 
insurance company operations were, and have remained, stable. 
Those companies have been negatively affected by the damage to 
the parent company’s reputation, and may no longer benefit to the 
same extent from the parent company’s financial strength, but they 
appear to be financially sound, ^^ile it’s possible closer review by 
State insurance regulators may have more quickly identified the 
risk associated with the life insurance companies’ securities lending 
operations, the primary problems appear to have originated in one 
of AIG’s non-insurance subsidiaries. In addition. State insurance 
laws require State insurance regulators to approve any significant 
transactions between an insurance company and its parent com- 
pany or other subsidiaries, and, according to State regulatory offi- 
cials and AIG securities filings, some State regulators did not allow 
transactions that would have transferred capital from AIG’s insur- 
ance companies to the parent company. 

Q.3. The GAO recommends consistent financial oversight — to en- 
sure that similar institutions, products, risk and services are sub- 
ject to consistent regulation oversight and transparency. In the 
case of insurance, the regulation and oversight is not consistent. 
Shouldn’t insurance receive the same consistent financial oversight 
that is desperately needed for other financial institutions? 

A.3. In our January 2009 report on the need for regulatory re- 
form, we noted that the United States needs a financial regulatory 
system that is appropriately comprehensive and provides consistent 
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oversight of institutions engaging in similar activities and risks. In 
addition, we advocated that consumer protections be similarly con- 
sistent across institutions and products. As a result, to the extent 
that insurance companies conduct activities, such as over-the- 
counter derivatives trading or market products as investment alter- 
natives to securities or bank saving products, we advocated that 
they be overseen with similar risk management, capital, and con- 
sumer disclosure requirements. 

In general, the operations of most insurance companies them- 
selves do not appear to have given rise to the complexities that 
made regulation difficult in the case of AIG. For entities that just 
engage in insurance activities, having Federal oversight could be 
one way that more uniformity of oversight is achieved. However, 
our report also noted that State regulators, including those for in- 
surance, have played important roles in identifying and taking ac- 
tions to address problems for consumers. As noted above, we have 
a study under way looking at reciprocity and uniformity of State 
insurance regulation that will touch on issues of consistent over- 
sight across States. 

Q.4. The GAO’s report suggests that Congress should consider 
establishing a Federal insurance regulator; can you comment on 
the advantages of creating a Federal insurance regulator in the 
United States? 

A.4. As we noted above, a Federal insurance charter could have 
the potential to alleviate some of the challenges in harmonizing in- 
surance regulation across States. However, we also note that such 
an approach could have various disadvantages. Currently, property 
and casualty insurance activities are heavily influenced % State 
laws — including those relating to insurance, torts, and business op- 
erations — and having Federal oversight of such varying require- 
ments could be very challenging. In addition. State regulators as- 
sert that because of their greater familiarity with the particular de- 
mographics of their jurisdictions, they are in a better position to 
protect consumers. Another issue that would have to be addressed 
in implementing a Federal insurance charter would be the loss of 
income to states from taxes paid on insurance premiums by con- 
sumers. These taxes generally provide funds beyond what is re- 
quired to fund the regulation of insurance. 

Q.5. How should the Government and regulators look to mitigate 
the systemic risks posed by large interconnected financial compa- 
nies? Do we risk distorting the market by identifying certain insti- 
tutions as systemically important? How do foreign countries iden- 
tify and regulate systemically critical institutions? 

A.5. Various options exist for addressing the systemic risk posed 
by large interconnected financial institutions. As we advocated in 
our January 2009 report, such institutions should receive com- 
prehensive and consistent regulation from both a prudential and 
consumer protection standpoints. ^ Having such oversight should re- 
duce the potential for such institutions to experience problems that 
threaten the stability and soundness of other institutions and the 
overall financial system itself. In addition, we advocated that our 
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regulatory system needs a systemwide focus to address the poten- 
tial threats to system stability that can arise from institutions, 
products, and markets. Such a focus could be achieved by desig- 
nating an existing regulator or creating a new entity to be tasked 
with overseeing systemic risk in the United States. Such an entity 
could also be tasked with prudential oversight of the large inter- 
connected financial institutions or their primary oversight could re- 
main the responsibility of another regulator with the systemic risk 
regulator supplementing this oversight by collecting information, 
examining operations, and directing changes from the large institu- 
tions as needed. 

While one obvious way of ensuring that these large institutions 
are all subject to similar regulatory requirements and oversight 
would be to designate them as systemically important and place 
them under the regulation of a single regulatory body, such an ap- 
proach also has disadvantages. Some market observers have ex- 
pressed concerns that designating certain institutions as system- 
ically important could distort competition in the financial market 
sectors in which these entities operate by providing the designated 
institutions with funding advantages and reducing market dis- 
cipline of the firms that do business with them because of the belief 
that the Government will not allow such institutions to fail. In 
light of the experience of the housing Government-sponsored enter- 
prises recently, such concerns should be taken seriously. 

However, the more extensive oversight that systemically impor- 
tant financial institutions would likely receive could offset some of 
the competitive advantage they receive from being designated as 
so. Given such institutions greater potential than other institutions 
to create systemic problems, they should appropriately be subject 
to higher prudential standards for capital, liquidity, and counter- 
party risk management, etc. So although their status as system- 
ically important institutions could possibly create competitive dis- 
tortions or moral hazard, increased prudential standards would 
seek to mitigate that (and any systemic risks they might pose). 

Other countries have not generally had to face the issue of 
whether their systemically important institutions should be super- 
vised separately because of the differences in the regulatory and 
market structures outside the United States. In many countries, 
the primary financial institutions are universal banks that offer a 
range of services across sectors, including banking, securities, and 
insurance activities, and that are overseen by a single regulatory 
body, which reduces the potential for inconsistent oversight. In ad- 
dition, the number of financial institutions in many countries is 
relatively small, which also reduces the potential for less consistent 
oversight across institutions that might provide a competitive ad- 
vantage for those designated as systemically important. 
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What GAO Found 

Vaiious potential eonflicte of interest can arise at proxy advisory firms that 
could affect vote recommendations, but SEC has not identified any major 
violations in its examinations of such firms, In particular, the business 
model of the dcMiunant proxy advisory firm — Institutional Shareholder 
Services (ISS)— has been the most commonly cited potential conflict. 
Specifically, ISS advises institutional investors how to vote proxies and 
provides consulting services to corporations seeking to improve their 
corporate govern^ce. Critics contend that corporations could feel 
obligated to retain ISS’s consultir^ services in order to obtain favorable vote 
recommendations. However, ISS officials said they have disclosed and 
taken steps to mitigate this potential conflict.. For example, ISS discloses the 
potential conflict on its Web site and the firm’s policy Is to advise clients of 
relevmit business practices in all proxy vote analyses. ISS also maintains 
separate staff who are located in separate buildings for the two businesses. 
Wliile all institutional investor GAO spoke with that use ISS’s services said 
they are satisfied with its mitigation procedures, some industiy analysts 
continue to question their effectiveness. SEC conducts examinations of 
advisory firms that are registered as investment advisers and has not 
identified any major violations. 

Although new firms have entered the market, ISS's long-standing position 
has been cited by industry analysts as a barrier to competition. ISS has 
gained a reputation for providing comprehensive services, and as a result, 
other firms may have difficulty attracting clients. Proxy advisory firms must 
offer comprehensive coverage to compete and need sophisticated systems to 
provide the services clients demand. But firms interested in entering the 
market do have access to much of the information needed to make 
l ecommendations, such as publicly available docurnents filed with SEC. 
Competitors have attempted to differentiate themselves from ISS by, for 
example, providing only proxy advisory services and not coiporate 
consulting services. While Uiese firms have aCti acted clients, it is too soon to 
tell what their ultimate effect on enhancing competition will be. 

Among the 31 institutional investors GAO spoke witli, large institutions 
reportedly rely less than small institutions on the research and 
recommendations offered by proxy advisory firms, Large institutional 
investors said that their reliance on proxy advisory firms is limited because, 
for example, they have in-house staff to assess proxy vote issues and only 
use the research and recommendations offered by proxy advisory firms to 
supplement such research. In contrast, small institutional investors have 
limited resources to conduct their own research and tend to rely more 
heavily on the research and recommendations offered by proxy advisory 
firms. The fact that large institutional investors cast the great majority of 
proxy votes made by institutional investors and reportedly place relatively 
less emphasis on advisoiy firm I'esearch and recommendations could seiv^e 
to limit the finns’ overall influence on proxy voting results. 
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The Honorable Spencer Bachus 
Ranking Member 
Committee on Financial Services 
House of Representatives 

The Honorable Deborah Pryce 
Ranking Member 

Subcommittee on Capital Markets, 

Insurance, and Government Sponsored Enterprises 
Committee on Financial Services 
Hoiise of Representatives 

The Honorable Richard Baker 
House of Representatives 

Each year, publicly traded corporations hold shareholder meetings for 
director elections and to consider management and shareholder proposals 
that may have an effect on a corporation’s operations and value, such as 
executive compensation, corporate governance matters, and proposed 
mergers and acquisitions. Most shareholders typically do not attend these 
meetings, opting instead to vote by mail or online, through a process 
known as proxy voting. According to Automatic Data Processing, Inc, — 
one of the largest providers of transaction services to the financial 
industry — most proxy votes are cast by or on behalf of institutional 
investors, such as mutual funds and pension plans, given the level of 
stocks they manage as compared to other types of investors. 

In recent years, concerns have been raised about the proxy advisory 
industry, which is comprised of five major proxy advisory firms that help 
many institutional investors carry out their fiduciary responsibilities 
relating to proxy voting.* These proxy advisory firms may perform several 


'See Pivxy Voting by In veshnent Advisers, 68 Fed. Reg. 6585 (2003) (finai rule) (codified 
in various sections of 17 C.F.R. Part 275), which requires registered investment advisers to 
adopt policies and procedures reasonably designed to ensure that they vote proxies in the 
best interests of their cUents, Similarly, the Employee Retirement Income Security Act of 
1974 (ERISA) has been interpreted as imposing fiduciary obligations on persons authorized 
to vote proxies associated with equity securities ovmed by ERISA plans. See 29 C.F.R, § 
2509.9-1-2 (2006). 
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functions on behalf of their clients, such as offering research and 
recommendations on particular proxy issues (e.g., whether to approve an 
executive compensation plan) or casting the actual votes. Critics of proxy 
advisory firms, including certain industry associations and academics, 
contend that the proxy advisory industry suffers from significant conflicts 
of interest and a lack of competition and that these firms have a 
disproportionate influence on proxy voting. Others counter that the firms 
provide a valuable service for institutional investors and note that such 
clients are sophisticated market participants that are free to choose 
whether and how to employ the services of proxy advisory firms. 

Under the Securities Exchange Act of 1934,^ the Securities and Exchange 
Conunission (SEC) regulates the proxy solicitation process with respect to 
publicly traded equity securities, and SEC regulates the activities of proxy 
advisory firms that are registered with SEC as investment advisers under 
the Investment Advisers Act of 1940.^ Under SEC rules, when soliciting 
proxies, certain information must be disclosed in writing to shareholders, 
and such disclosure, referred to as a proxy statement, must be filed with 
the agency.’ These proxy statements must include important facts about 
the issues on which shareholders are asked to vote, Under the Investment 
Advisers Act and related SEC rules, registered investment advisers are 
required to take a variety of steps designed to help protect their clients. 
For example, an investment adviser must disclose information about its 
business practices and potential conflicts of interest to clients and 
potential clients. SEC monitors compliance with the laws and rules 
through, among other means, periodic examinations of registered 
investment advisers. Based on examination findings, SEC may send letters 
to investment advisers requiring them to correct identified deficiencies. 
SEC may also take enforcement actions for more serious violations, as 
deemed appropriate, such as seeking civil fines in federal district court. 

Because of your interest in helping to ensure the integrity of proxy voting, 
you asked us to provide an overview of proxy advisory firms and SEC’s 
oversight of this industry. This report (1) identifies potential conflicts of 
interest that may exist with proxy advisory firms and the steps that SEC 


'1dU.vS,C §§ 78aelseq. 

’Most, but not ail, of the major proxy advisory firms have registered as investment advisers 
with SEC, as will be discus^ in tiiis report. 

’See section 14 of the Securities Exchange Act of 1934 (codified as amended at 15 U.S.C. § 
78n) and related rules. 
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has taken to overeee these firms; (2) discusses the factors that might 
impede or promote competitjlon in this industry; and (3) analyzes 
institutional investors’ use of proxy advisory services to help vote proxies 
and the influence proxy ^visory finns may have on proxy voting. 

To address these objectives, we conducted a literature review and 
examined studies relating to the proxy advisory industry', In addition, we 
identified ai\d interviewed various professionals (experts, academics, 
industry association representatives, and others) with knowledge of the 
industry. To gain an understanding of SEC’s oversight of proxy advisory 
firms, we reviewed relevant investment adviser regulations and 
examination reports and interviewed agency officials. Further, we 
conducted structured interviews with 31 institutional investors selected 
randomly by type, including mutual funds, corporate pension funds, 
government pension funds, and union pension funds, as well as some asset 
management institutions, to gain an understanding of the ways in which 
they use proxy advisory firms and the influence that such firms have on 
proxy voting.” Our sample was derived from Standard & Poor’s Money 
Market Directories (January 2006), and consisted of a population of 
institutional investors with over $1 billion in assets, including large and 
small institutional investors from each type above this asset level, We 
defined "large" and “small” institutional investors as the top and bottom 15 
percent of each investor type. Large and small institutional investors 
account for over 72 percent of the managed assets held by all of the 
institutional investors with over $1 billion in assets. Although we randomly 
selected these institutional investors, the size of the sample was small and 
might not have been representative of the universe of institutional 
investors. As a result, we could not generalize the results of this effort. 

We conducted our work in Washington, D.C., between September 2006 
and June 2007 in accordance with generally accepted government auditing 
standards. See appendix I for more information on our scope and 
methodology. 


Results in Brief 


Various potential conflicts of interest exist among proxy advisory firms 
that could affect vote recommendations, but SEC has not identified any 


®For purposes of tlris report, the term “institutional investor" refers to both the institution 
that owns the securities as w'ell as an asset manager delegated the authority to vote proxies 
on behalf of the investors as the context requires. 
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major violations in its examinations of such registered firms. In particuiar, 
the business model of the dominant advisory firm — Institutional 
Shareholder Service, Inc. (iSS) — has been cited by industry participants 
and analysts as creating a significant potential conflict of interest. ISS 
advises institutional investor clients on how to vote their proxies and at 
the same time provides consulting services to help corporations develop 
management proposals and improve their corporate governance. Because 
it provides both types of services, ISS could, for example, help a corporate 
client develop an executive compensation proposal to be submitted for 
shareholder approval while at the same time making a recommendation to 
investor clients on how to vote for this proposal. ISS’s critics also contend 
that thLs could lead corporations to feel obligated to retain ISS’s consulting 
services in older to obtain favorable proxy vote recommendations. 
However, ISS officials said that they have disclosed and taken steps to 
help mitigate this potential conflict. For example, ISS publicly discloses 
information about the potential conflict on its Web site and firm policy 
requires relevant disclosures to its institutional investor clients. In 
addition, ISS officials explained that the proxy advisory and corporate 
consulting businesses have separate staff, operate in separate buildings, 
and use segregated office equipment and information databases. While all 
institution^ investors we spoke with that use ISS's services said tltey are 
satisfied with the steps ISS has taken to mitigate this potential conflict, 
some industry analysts we contacted said there remans reason to question 
the steps' effectiveness. Wc also identified other potential conflicts 
associated with proxy advisory firms. For example, owners or executives 
of proxy advisory firms may have a significant ownership interest in or 
serve on the board of directors of corporations that have proposals on 
which the firms are offering vote recommendations. In its oversight 
capacity, SEC conducts examinations of proxy advisory firms that are 
registered as investment advisers, including, among other things, assessing 
compliance with requirements of the Investment Advisers Act and related 
rules, including the requirement that investment advisers identify, 
disclose, and mitigate conflicts of interest. To date, SEC has not identified 
any major violations and has not initiated any enforcement action against 
proxy advisory firms. 

ISS’s long-standing position in the proxy advisory industry has been cited 
as a potential barrier to competition in this industry, although new firms 
have entered the market in recent years. Since it began operating in 1985, 
ISS has gained a reputation with institutional investors for providing 
comprehensive proxy voting research and recommendations. 
Consequently, other providers may have difficulty attracting ISS’s 
institutional client base of over 1,700 firms, According to industry 
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participants, proxy advisory firms must offer comprehensive coverage of 
public companies in order to compete, because institutional investors may 
not be interested in subscribing to limited service offerings. Firms also 
need to develop sophisticated information systems to provide the research 
and vote-processing capabilities clients demand. But industry analysts also 
explained that firms interested in entering the market do have access to 
much of the information needed to conduct research, including the annual 
and quarterly reports companies file with SEC. In addition, various 
academics told us that once a firm has acquired the necessary technology 
and research processes, tire marginal cost of providing services to 
additioneil clients and of updating and maintaining these services is 
relatively low. Competitors that have entered the market in recent years 
have attempted to differentiate themselves from ISS by, for example, 
emphasizing that they provide only proxy advisory services and not 
corporate consulting services. While these firms have attracted 
institutional clients, it is too soon to tell what their ultimate effect will be 
on enhancing industry competition, 

Among the 31 institutional investors we spoke with, large institutions 
reportedly relied less than small institutions on the research and specific 
recommendations offered by proxy advisory firms to help decide how to 
vote proxies. Specifically, large institutional investors reported that their 
reliance on proxy advisory services is limited because these institutional 
investors (1) conduct their own research and analyses to make voting 
decisions and use the research and recommendations offered by proxy 
advisory firms only to supplement such analyses; (2) might develop their 
own voting policies, which the advisory finns would be responsible for 
executing; and (3) might contract with more than one advisory firm to gain 
a broader range of information on proxy issues. In contrast, small 
institutional investors reported that they have limited resources to 
conduct their own research and tend to rely more heavily on the research 
and recommendations of proxy advisory firms. Like large institutional 
investors, however, representatives of small institutions said that they are 
ultimately responsible for proxy voting decisions and retain the right to 
override recommendations made by advisory firms. While the institutional 
investors we contacted might not have been representative of all 
institutional investors, many industry analysts we spoke with agreed that 
large institutions would place less emphasis than small institutions on 
proxy advisory firms’ research and recommendations when deciding how 
to vote. The fact that large institutional investors cast the great m^yority of 
proxy votes made by institutional investors and reportedly place less 
emphasis than small institutions on such research and recommendations 
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could serve to limit the overall influence advisory firms have on proxy 
voting results. 

We provided a draft of this report to SEC for Its revie^v and comment. SEC 
provided technical comments, which we incorporated, as appropriate. We 
also provided relevant sections of the draft to the proxy advisory firms for 
a technical review of the accuracy of the wording and made changes, as 
appropriate, based on the firms' comments. 


Background 


According to ISS, over 28,000 publicly-traded corporations globally send 
out proxy statements each year that contain important facts about more 
than 250, (K)0 separate issues on which shareholders are asked to vote. 
Votes arc solicited on a variety of key Issues that could potentially affect 
the corporations’ value, such as the election of directors, executive 
compensation packages, and proposed mergers and acquisitions, as well 
as other, more routine, issues that may not affect value, such as approving 
an auditor and changing a corporate name. The proxy statement typically 
includes a proxy ballot (also called a proxy card) that allows shareholders 
to appoint a third party (proxy) to vole on the shareholder’s behalf if the 
shareholder decides not to attend the meeting. The shareholder may 
instruct the proxy how to vote the shares or may opt to grant the proxy 
discretion to make the voting decision. The proxy card may be submitted 
to the company via the mail or online. 

The proxy advisory industry has grown over the past 20 years as a result of 
various regulatory and market developments, The management of a 
mutual fund’s or pension plan’s assets, including the voting of proxies, is 
often delegated to a person who is an investment adviser subject to the 
Investment Advisers Act of 1940." In a 1988 letter, known as the “Avon 
Letter,” the Department of Labor took the position that the fiduciary act of 
managing employee benefit plan assets includes die voting of proxies 


To the extent a mutual fund or pension plan has delegated tite voting of its proxies to an 
asset, manager, the proxy voting process is subject to the Investment Advisers .Act of 1940 
and the Employee Retirement Income Security Act of 1974 (ERISA), For purposes of this 
report, the term “asset manager” is used to refer both to investment advisers of registered 
investmemi companies, as well as to managers of pension plan assets. Registered 
investment companies are also required to disclose the policies and procedures that tliey 
use to determine how to vote proxies relating to portfolio securities and must file with SEC 
an annual report tm its proxy voting record, 17 C.F R. § 270.30bl4 and SEC Forms N-1 , 
N-2. N-3 and N-CSR {adopted under the Investment Company Act of 1940 {codified as 
amended at 15 U.S.C. § SOa-l et seq.)). 
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associated with shares of stock owned by the plan.’ According to industry 
experts, managers of employee retirement plan assets began to seek help 
in executing their fiduciary responsibility to vote proxies in their clients’ 
best interests. Consequently, the proxy advisory industry — particularly 
ISS, which had been established in 1985 — started to grow. According to 
industry experts, ISS's reputation and dominance in the proxy advisory 
industry continued to grow in the 1990s and early 2000s, fueled by the 
growing fiduciary requirements of institutional investors and increased 
shareholder activism. This increased shareholder activism has been 
attributed in part to reaction by investors to the massive financial frauds 
perpetrated by management of public companies, including the actions 
that led to the bankruptcies of Enron and WorldCom. Many institutional 
investors sought the services of proxy advisory firms to assist in theii 
assessments of the corporate governance practices of publicly traded 
companies and to carry out the mechanics of proxy voting. Finally, in 
2003. SEC adopted a rule and amendments under the Investment Ad\’isers 
Act of 1940 that requires registered investment advisers to adopt policies 
and procedures reasonably designed to ensure that proxies are voted in 
the best interests of clients, which industry experts also cited as a reason 
for the continued growth of the proxy advisory industry.^ 

Today, the proxy advisory industry is comprised of five major firms, with 
ISS serving as the dominant player with over 1,700 clients, The other four 
firms — Marco Consulting Group (MCG), Glass Lewis & Co. (Glass Lewis), 
Proxy Governance, Inc. (PGI), and Egan-Jones Proxy Services (Egan- 
Jones) — have much smaller client bases and are relatively new to the 
industry: Glass Lewis, PGI, and Egan-Jones were all created within the 
past 6 years. 

• Founded in 1985, ISS serves clients with its core business, which 
includes analyzing proxy issues and offering research and vote 
recommendations. ISS also provides Web-based tools and advisory 


'The Deputy Assi.siajn Secretary of the Pension Welfare Benefits Administration (PWBA, 
now known as i!»e Employee Benefits Security Administration) issued the Avon letter to 
Mr. lielmuth Fandl, Cliaiiman of the Retirement Board of Avon IVoducts, Inc., on February' 
23, 1988. Current U.S. Comptroller General David M, Walker was the Assistant Secretary of 
Labor for the PWBA from 1987 to 1989. The Department of Labor subsequently issued 
Interpretative Bulletin No. 94-2 (codified at 29 G.F.R, § 2509-94-2), which, among other 
things, set forth the department’s interpretation of ERISA as it applies to the voting of 
proxies on securities iwld by employee benefit plan investment portfolios. The bulletin 
essentially restates the views set forth in the Avon Letter, 

®See Proxy Voting by Investment Aditisers. 
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services to corporate issuers through ISS Corporate Sendees, Inc. a 
separate division established in 1997 which was spun-out into a wholly- 
owned subsidiary in 2006. RiskMetrics Group, a financial risk 
management firm, acquired ISS in January 2007. RiskMetrics Group 
provides risk management tools and analytics to assist investors in 
assessing risk in their portfolios. 

• MCG was established in 1988 to provide investment analysis and advice 
to Taft-Hartley funds and has since expanded its client base to public 
employee benefit plans.® 

• Glass Lewis, esudslished in 2003, provides proxy research and voting 
recommendations and was acquired by Xinhua Finance Limited, a 
Chinese financial information and media company, in 2007. 

• Established in 2004, PGI offers proxy advice and voting 
recommendations and is a wholly-owned subsidiary of FOLlOfn, Inc., a 
financial services company that also provides brokerage services and 
portfolio management technology for individual investors and 
investment advisers. 

• Egan-Jones was established in 2002 as a division of Egan-Jones Ratings 
Company, which was incorporated in 1992. Egan-Jones provides proxy 
advisory services to institutional clients to facilitate making voting 
decisions. 

Of the five m^or proxy advisory firms, three — ISS. MCG, and PGI — are 
registered with SEC as investment advisers and are subject to agency 
oversight, while according to corporate officials, the other two firms are 
not. In their SEC registration filings, the three registered firms have 
identified themselves as pension consultants as the basis for registering as 


®i’he Labor Management Relations Act. also known as the Taft-Hartley Act, allows for the 
establishment of multiemployer trust funds, known as Taft-Hartley funds, for the purpose 
of providing pension and welfare benefits to employees and their families. Act of June 23, 
1947, ch. 120, 61 Sud. 136 (1947) (codified as amended at 29 U.S.C. §§ 141 et seq.). These 
funds, or benefit plans, are financed in whole or part by employer contributions and are 
administered jointly by labor and management. These funds are subject to ERISA and 
regulated by the U.S. Department of Labor. Accordingly, managers of Taft-Hartley fund 
assets liave a fiduciary obligation to protect plan assets as required by ERISA. 
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irwestment advisere under the Investment Advisers Act. Although Glass 
Lewis initially identified itself as a pension consultant and registered with 
SEC as an investment adviser, it withdrew Its registration in 2005. 
According to SEC officials, an investment adviser is not required to 
disclose a reason for its decision to witlidraw its registration in the notice 
of withdrawal filed with SEC. Officials from Glass Lewis and Egan-Jones 
did not elaborate on tiieir decisions not to be registered with SEC as 
investment advisers, other than to note that their decisions were made 
with advice from their respective counsel. 


Potential Conflicts of 
Interest Exist among 
Proxy Advisory Firms 
That Could Affect 
Their Vote 
Recommendations, 
but SEC Has Not 
Identified Any Major 
Violations in Its 
Examinations of 
Registered Firms 


In the proxy ad\1sory industry, various conflicts of interest can arise that 
have the potential to influence the research conducted and voting 
recommendations made by proxy advisory firms. The most commonly 
cited potential for conflict involves ISS, which provides services to both 
institutional investor clients and corporate clients. Several other 
circumstances may lead to potential conflicts on the part of proxy 
advisory firms, including situations in which owneis or executives of 
proxy advisory firms have an ownership interest in or serve on the board 
of directors of corporations that have proposals on which the firms are 
offering vote recommendations. Although the potential for these types of 
conflicts exists, in its examinations of proxy advisory firms that are 
registered as investment advisers, SEC has not identified any major 
violations, such as a failure to disclose a conflict, or taken any 
enforcement actions to date. 


ISS’s Business Model Has 
Been Identified as the 
Major Potential Conflict of 
Interest 


Industry professionals and institutional investors we interviewed cited 
ISS’s business model as presenting the greatest potential conflict of 
interest associated with proxy advisory firms because ISS offers proxy 
advisory services to institutional investors as well as advisory services to 
corporate clients. Specifically, ISS provides institutional investor clients 


‘"Section 203A of the Investment Advisers Act prohibits state-regulated investment advisers 
who have less than $25 million in assets under management from registering with SEC, 
unless the person is an investment achlser to a registered investment company, like a 
mutual fund. SEC Rule 203A-2(b), exempts certain pension consulteints from this general 
prohibition and permits them to register with SEC. 17 C.F.R. § 275.203A-2(b). An 
investment adviser is a pension consultant for purposes of Rule 203A-2(b), if he or she 
provides investment sulvice relating to assets of certain employee benefit plans having an 
aggregate value of at least $50 million. 
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with recommendations for proxy voting and ratings of companies' 
corporate governance. In addition, iSS helps corporate clients develop 
proposals to be voted on and offers corporate governance consulting 
services to help clients understand and improve their corporate 
governance ratings. 

Because ISS provides services to both institutional investors and 
corporate clients, there are various situations that can potentially lead to 
conflicts. For example, some industry professionals stated that ISS could 
help a corporate client design an executive compensation proposal to be 
voted on by shareholders and subsequently make a recommendation to 
investor clients to vote for this proposal. Some industry professionals also 
contend that corporations could feel obligated to subscribe to ISS s 
consulting services in order to obtain favorable proxy vote 
recommendations on their proposals and favorable corporate governance 
ratings. One industry professional further believes that, even if 
corporations do not feel obligated to subscribe to ISS’s consulting 
seiwices, they still could feel pressured to adopt a particular governance 
practice simply to meet ISS’s standards even though the corporations may 
not see the value of doing so. 

ISS lias disclosed and taken steps to help mitigate situations that can 
potentially lead to conflicts. For example, on its Web site, ISS explains that 
it is “aware of the potential conflicts of interest that may exist between 
[its] proxy advisory service . . . and the business of ISS Corporate Services, 
Inc. (ICS)." The Web site also notes that “ISS policy requires every ISS 
proxy analysis to carry a disclosure statement advising the client of the 
work of ICS and advising ISS’s institutional clients that they can get 
information about an issuer’s use of ICS’s products and services.” In 
addition, some institutional investors w'e spoke with noted that ISS has on 
occasion disclosed to them, on a case-by-case basis, the existence of a 
specific conflict related to a particular corporation. 

In addition to disclosure, ISS has implemented policies and procedures to 
help mitigate potential conflicts. For example, according to ISS, it has 
established a firewall that includes maintaining separate staff for its proxy 
advisory and coiporate businesses, which operate in separate buildings 
and use segregated office equipment and information databases in order to 
help avoid discovery of corporate clients by the proxy advisory staff. ISS 
also notes on its Web site that it is a registered investment adviser and is 
subject to the regulatory oversight of SEC. In addition, according to ISS’s 
Web site, corporations purchasing advisory services sign an agreement 
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acknowledging that use of such services does not guarantee preferential 
treatment from 1^’s division that provides proxy advisory services. 

All of the institutional investors — both large and small — we spoke with 
that subscribe to ISS’s services said that they are satisfied with the steps 
that ISS has taken to mitigate its potential conflicts. Most institutional 
investors also reported conducting due diligence to obtain reasonable 
assurance that ISS or any other proxy advisory firm is independent and 
free from conflicts of interest. As part of this process, many of these 
institutional investors said they review ISS’s conflict policies and 
periodically meet with ISS representatives to discuss these policies and 
any changes to ISS’s business that could create additional conflicts, 
Finally, as discussed in more detail later in this report, institutional 
investors told us tiiat ISS’s recommendations are generally not the sole 
basis for their voting decisions, which further reduces the chances that 
these potential conflicts would unduly influence how they vote. 

Although institutional investors said they generally are not concerned 
about the potential for conflicts from ISS's businesses and are satisfied 
with the steps ISS has taken to mitigate such potential conflicts, some 
industry analysts we contacted said there remains reason to question the 
steps' effectiveness. For example, one academic said that while ISS is 
probably doing a fair job managing its conflicts, it is difficult to confirm 
the effectiveness of the firm’s mitigation procedures because ISS is a 
privately-held company, thereby restricting information access. Moreover, 
according to another industry analyst, because ISS’s recommendations are 
often reported in the media, the corporate consulting and proxy advisoiy 
services units could become aware of the other’s clients. 


Other Potential Conflicts in addition to the potential conflict of interest discussed above, several 
May Arise on the Part of other situations in the proxy advisory industry could give rise to potential 
Proxy Advisory Firms conflicts. Specifically: 

• Owners or executives of proxy advisory firms may have a significant 
ownership interest in or serve on the board of dii ectors of corporations 
that have proposals on which the firms are offering vote 
recommendations. A few institutional investors told us that such 
situations have been reported to them by ISS and Glass Lewis, both of 
which, in order to avoid the appearance of a conflict, did not make 
voting recommendations. 
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• Institutional investors may submit shareholder proposals to be voted 
on at corporate shareholder meetings. This raises concern that proxy 
advisory firms will make favorable recommendations to other 
institutional investor clients on such proposals in order to maintain the 
business of the investor clients that submitted these proposals. 

• Several proxy advisory fums are owned by companies that offer other 
financial services to various types of clients, as is common in the 
financial services industry, where companies often provide multiple 
services to various types of clients. This is the case at ISS, Glass Lewis, 
and PGI, and may present situations in which the interests of different 
sets of clients diverge. 


SEC Has Not Identified 
Any Major Violations in Its 
Oversight of Proxy 
Advisory Firms That Are 
Registered as Investment 
Advisers 


SEC reviews registered investment advisers’ disclosure and management 
of potential conflicts, as well as proxy voting situations where a potential 
conflict may arise. Specifically, SEC’s Office of Compliance Inspections 
and Examinations monitors the operations and conducts examinations of 
registered investment advisers, including proxy advisory firms. An SEC 
official stated that, as part of these examinations, SEC may review the 
adequacy of disclosure of a firm’s owners and potential conflicts; 
particular products and services that may present a conflict; the 
independence of a firm’s proxy voting services; and the controls that are in 
place to mitigate potential conflicts.” As discussed previously, three of the 
five proxy advisory firms (ISS, MCG, and PGI) arc registered as investment 
advisers while Glass Lewis and Egan-Jones are not. According to SEC, to 
date, the agency has not identified any major violations of applicable 
federal securities laws in its examinations of proxy advisory firms that are 
registered as investment advisers and has not initiated any enforcement 
action against t hese firms. 


”We did not attempt to assess the adequacy of these examinations. 

*^We cannot disclose the specific results of examinations because of SEC confidentiality 
considerations. 
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Analysts Cite ISS’s 
Long-standing 
Position in the 
Industry as a Potential 
Barrier to 
Competition, 

Although Firms Have 
Entered the Market in 
Recent Years 


As the dominant proxy advisory firm, ISS has gained a reputation with 
institutional investors for providing reliable, comprehensive proxy 
research and recommendations, making it difficult for competitors to 
attract clients and compete in the market. As shown below in table 1, ISS’s 
client base currently includes an estimate of 1,700 institutional investors, 
more than the other four msyor firms combined. Several of the 
institutional investors we spoke with that subscribe to ISS’s services 
explain€Kl that they do so because they have relied on ISS for many years 
and trust it to provide reliable, efficient services. They said that they have 
little reason to switch to another service provider because they are 
satisfied with the services they have received from ISS over the years. 
Because of ISS’s clients’ level of satisfaction, other providers of proxy 
advisory services may have difficulty attracting their own clients. In 
addition, because of its dominance and perceived market influence, 
corporations may feel obligated to be more responsive to requests from 
ISS for information about proposals than they might be to other, less- 
established proxy advisory firms, resulting in a greater level of access by 
ISS to corporate information that might not be available to other firms. 


Table 1 : Overview of the Major Proxy Advisory Firms 


Firm 

Founded 

Estimated 
number of 
employees 

Estimated 
number of 
clients 

Estimated 
clients’ equity 
assets (dollars)* 

Institutional Shareholder 
Services {ISS} 

1985 

630 

1,700 

25.5 trillion 

Marco Consulting Group 
{MCG) 

1988 

70 

350 

85 billion 

Glass Lewis & Company 
(Glass Lewis) 

2003 

70 

300 

15 trillion 

Proxy Governance, Inc. 
(PGI) 

2004 

31 

100 

1 triflion 

Egan-Jones Proxy 
Services (Egan-Jones) 

2001 

Not available 

400 

Not available 


Scturce OAO preseni««n ol inlomiavon provided Oy pioxy advisory lirms. 

'Clients’ equity assets refers to the total assets under management by the firms' institutional investor 
clients. There is overlap between proxy advisory firms' clients' equity assets since, as will be 
discussed later in this report, some clients use the services of several proxy advisory firms. 

Industry analysts explained that, in addition to overcoming ISS’s 
reputation and dominance in the proxy advisory industry, proxy advisory 
firms must offer comprehensive coverage of corporate proxies and 
implement sophisticated technology to attract clients and compete. For 
instance, institutional investors often hold shares in thousands of different 
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corporations Mid may not be interested in subscribing to proxy advisory 
firms that provide research and voting recommendations on a limited 
portion of these holdings. As a result, proxy advisory firms need to provide 
thorough cover^e of institutional holdings, and unless they offer 
comprehensive services from the beginning of their operations, they may 
have difficulty attracting clients. In addition, academics and industry 
experts we spoke with said ttiat new firms need to implement a 
sophisticated level of technology to provide the research and proxy vote 
execution services that clients demand. The initial investment required to 
develop and implement such technology can be a significant expense for 
firms. 

Although newer proxy advisory firms may face challenges attracting 
clients and establishing themselves in the industry, several of the 
professionals we spoke with believed that these challenges could be 
overcome. For example, while firms may need to offer comprehensive 
coverage of corporate proxies in order to attract clients and although ISS 
might have access to corporate information that other firms do not, much 
of the information needed to conduct research and offer voting 
recommendations is easily accessible. Specifically, anyone can access 
corporations’ annual statements and proxy statements, which are filed 
with SEC, are publicly available, and contain most of the infonnation that 
is needed to conduct research on corporations and make proxy voting 
recommendations. Also, although developing and implementing the 
technology required to provide research and voting services can be 
challenging, various industry professionals told us that once a firm has 
done so, the marginal cost of providing services to additional clients and 
of updating and maintaining such technology is relatively low. 

Some of the competitors seeking to enter the proxy advisory industry in 
recent years that we spoke with have offered their services as alternatives 
to ISS. Specifically, they have attempted to differentiate themselves from 
ISS by providing only proxy advisory services to institutional investor 
clients. ISS’s competitors have chosen not to provide coniorate consulting 
services in part to avoid the potential conflicts that exist at ISS. Proxy 
advisory finus have also attempted to differentiate themselves from the 
competition on the basis of the types of services provided. For example, 
some firms have started to focus their research and recommendation 
services on particular types of proxy issues or on issues specific to 
individual coiporations. 

The institutional investors we spoke with had a variety of opinions about 
the level of competition in the industry. Some questioned whether the 
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existing number of firms is sufficient, while others questioned whether the 
market could sustain the current number of firms. However, many of the 
institutional investore believe that increased competition could help 
reduce the cost and increase the range of available proxy advisory 
services. For example, some institutional investors said that they have 
been able to negotiate better prices with ISS because other firms have 
recently entered the market. WTiile some of these newer proxy advisory 
finns have attracted clients, it is too soon to tell what the firms’ ultimate 
effect on competition will be. 


Large Institutional 
Investors Reportedly 
Rely Less Than Small 
Institutional Investors 
on Advisory Firms, 
Limiting the Influence 
These Firms Have on 
Proxy Voting Results 


We conducted structured interviews with 31 randomly selected 
institutional investors to gain an understanding of the ways in which they 
use proxy advisory firms and the influence that such firms have on proxy 
voting. Of the 20 large institutional investors we interviewed, 19 reported 
that they use proxy advisory services in one or more ways that may serve 
to limit the influence that proxy advisory firms have on proxy voting 
results (see table 2), while only i reported relying heavily on a proxy 
advisory firm’s research and recommendations.*'’ 


Table 2: Reliance of targe institutional Investors on Proxy Advisory Firms 


Use proxy 
advisory firm to 
supplement in* 
house research 

Use proxy advisory 
firm to execute 
customized voting 
policy 

Subscribe to 
several proxy 
advisory firms 

Number of large 
institutional investors 
(out of 20 interviewed)" 

15 

14 

8 

Source; GAO analysis ol simctureci 

rviaws witn 20 large tnstiiuiiortal uwesiors. 



'Many ot (he large rnstituiional tnvesiors we spoke with explained that, slihough they subscribe to a 
customized voting policy, they may also continue to use their proxy advisory firm to supplement their 
own in-house research, subscribe to several proxy advisory firms, or both. This results in overlap 
among the three categories of how these institutional investors use proxy advisory firms, as shown in 
the table. 


‘'’Of the 20 large instituiional investors we spoke with, 7 were asset management 
institutions that vote proxies on behalf of their clients. Many large and small institutional 
investors we initially attempted to contact reported that they do not vote their own proxies. 
insiead, these institutional investors said that companies that provide asset management 
services also vote proxies on their behalf. We added these asset management institutions, 
which were referr^ to us by pension funds, to our sample in order to understand the 
extent to which they rely on proxy advisory services. 
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The following summ^zes several of the reasons that large institutional 
investors’ reliance on proxy advisory firms’ research and 
recommendations is limited: 

• Most of the large institutional investors we spoke with (15 out of 20) 
reported that they generally rely more on their own in-house research 
and analyses to make voting decisions than on the research and 
recommendations provided by their proxy advisory services providers. 
These institutional investors tend to have their own in-house research 
staffs, and their in-house research reportedly drives their proxy voting 
decisions. They explained that they use the research and 
recommendations provided by proxy advisory firms to supplement 
their own analysts and as one of many factors they consider when 
deciding how to vote. 

• In addition, many (14) of the large institutional investors we contacted 
reported that they subscribe to a customized voting policy that a proxy' 
advisory firm executes on the institutions’ behalf, These institutional 
investors develop their own voting policies and guidelines that instruct 
the advisory firm how to vote on any given proxy issue. In such 
instances, the proxy advisory firms simply apply their clients’ voting 
policies, which then drive the voting decisions. 

• Further, 8 of the large institutional investors we contacted explained 
that they subscribe to more than one proxy advisory firm to help 
determine how to vote. These institutional investors said that they 
consider multiple sets of proxy advisory firm research and 
recommendations to gain a broader range of information on proxy 
issues and to help make well-informed voting decisions. 

We also intemewed representatives from 11 smaller institutional 
investors, and the results of these interviews suggest that proxy advisory 
firm recommendations are of greater importance to these institutions than 
they are to the large institutional investors we spoke with, in particular, 
representatives from smaller institutional investors were more likely to 
say that they rely heavily on their proxy advisory firm and vote proxies 
based strictly on the research and recommendations of their firm, given 
these Institutions’ limited resources. Consequently, the level of influence 
held by proxy advisory fim\s appears greater with these smaller 
institutional investors. 

However, whether large or small, ail of the institutional investors we 
spoke with explained that they retain the fiduciary obligation to vote 
proxies in the best interest of their clients irrespective of their reliance on 
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proxy advisory firms. Institutional investors emphasized that they do not 
delegate this responsibility to proxy advisory firms and retain the right to 
override any proxy advisory firm recommendations, limiting the amount of 
influence proxy advisoty firms hold. In addition, large and small 
institutional investors reported that they tend to provide greater in-house 
scrutiny to, and rely even less on, proxy advisory firm recommendations 
about certain high-profile or controversial proxy issues, such as mergers 
and acquisitions or executive compensation. 

Institutional investors’ perspectives on the limited influence of proxy 
advisory firms reflected what we heard from professionals that we spoke 
with who have knowledge of the industry. Many of these industry analysts 
and academics agreed that large institutional investors would be less likely 
than small institutional investors to rely on proxy advisory firms, because 
large institutions have the resources available to conduct research and 
subscribe to more than one proxy advisory service provider. These 
professionals also thought that large institutional investors would be likely 
to use proxy advisory firms as one of several factors they consider in the 
research and analysis they perform to help them decide how to vote 
proxies. Further, several believed that small institutional investors would 
be more likely to vote based strictly on proxy advisory firms' 
recommendations, because they do not have the resources to conduct 
their own research. 

The results of our work suggest that the overall influence of advisory firms 
on proxy vote outcomes may be limited. In particular, large institutional 
investors, which cast the great m^ority of proxy votes made by all 
institutional investors with over $1 billion in assets, reportedly place 
relatively less emphasis on the firms’ research and recommendations than 
smaller institutional investors. However, we could not reach a definitive 
conclusion about the firms’ influence because the institutional investors 
we contacted were not necessarily representative of all such investors. 
Further, we could not identify any studies that comprehensively isolated 
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advisory firm research and recommendations from other factors that may 
influence institutional investors' proxy voting." 

Agency Comments 

We provided a draft of this report to SEC for its review and comment. SEC 
provided technical comments, which we incorporated into the final report, 
as appropriate. We also provided relevant sections of the draft to the 
proxy advisory firms for a technical review of the accuracy of the wording 
and made changes, as appropriate, based on the firms’ comments. 


As agreed with your office, unless you publicly announce the contents of 
this report earlier, we plan no further distribution of this report until 30 
days from the report date. At that time we will provide copies of this 
report to the Chairman and Ranking Member, Senate Committee on 
Banking, Housing, and Urban Affairs; the Chairman, House Committee on 
Financial Services; the Chairman, House Subcommittee on Capital 
Markets, Insurance, and Government Sponsored Enterprises, Committee 
on Financial Services; other interested committees; and the Chairman of 
the Securities and Exchange Commission (SEC). We will also make copies 
available to others upon request. In addition, the report will be available at 
no charge on the GAO Web site at http://www.gao.gov. If you or your staffs 
have any questions about this report, please contact me at (202) 512-8678 


”We identified a study — "llie Role of Advisoiy Services in Proxy Voting,” by Cindy R. 
Alexander. Mark A. Chen, Duane J. Seppi, and Chester S. Span (Dec. 14, 2006) — that 
examined the extent to which recommendations can influence vote outcomes and stock 
prices by focusing on recommendatioits made by ISS that were reported in the media. The 
authors documented “significant stock price movements around recommendation dates, 
indicating that proxy advice brings new information to the market," as well as “a robust 
association between reromn»endations and contest outcomes after controlling for 
differences in contest characteristics, voting rules, dissidents, and incumbejits.’’ As ti\e 
authors note, “although not all ISS recommendations are reported in the media, restricting 
attention to the newsworthy cases ensures that our sample consists of contests in which 
the underlying issues are significant and the recommendation is most likely to play an 
important role.” However, most of the institutional investors we spoke with reported that 
they tend to provide greater in-house scrutiny to, and rely even less on, proxy advisory fimt 
recommendations jdjout high-profile or controversial proxy issues, which are die 
recommendations that would be more likely to appear in the media. 
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orjonesy@gao.gov. Contact points for our Offices of Congressional 
Relations and Public Affairs may be found on the last page of this report. 
Key contributors to this report are listed in appendix II 


Yvonne D. Jones 
Director, Financial Markets 
and Community Inv^estment 
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Appendix I; Scope and Methodology 


Our objecUves were to (1) identify potential conflicts of interest that exist 
with proxy advisory firms and the steps that the Securities and Exchange 
Commission (SEC) has taken to oversee these firms; (2) review the factors 
that might impede or promote competition In this industry; and (3) analyze 
institutional investor’ use of proxy advisory services to help vote proxies 
and the influence proxy advisory firms may have on proxy voting. 

To determine the types of potential conflicts of interest that could arise in 
the proxy advisory industry, we conducted a literature re\'iew and 
examined studies relating to potential conflicts that may arise in this 
industry. Further, we interviewed various professionals with knowledge of 
the proxy advisory industry, including industry experts, academics, 
industry association representatives, and proxy advisory firm 
representatives, as well as institutional investors and officials at SEC. We 
selected these professionals based, in part, on literature searches we 
conducted on topics relating to proxy advisory and corporate governance 
services, as well as referrals by several of the professionals we met with. 
The professionals we spoke with represent a wide range of perspectives, 
and include experts from academia, business, government, and 
professional organizations. We did not attempt to assess any of the proxy 
advisory Anns’ conflict mitigation policies or procedures and, therefore, 
did not come to any conclusions about the adequacy of these policies or 
procedures. To gain an understanding of SEC’s oversight of proxy advisory 
firms, we reviewed relevant investment adviser regulations and 
examinations conducted by SEC since 2000 and interviewed agency 
officials. We did not attempt to assess the adequacy of SEC’s oversight. 

To identify the factors that might impede or promote competition in this 
industry, we reviewed the relevant literature and examined studies 
relating to the level of competition m the industry, and we spoke with 
various industry professionals. We did not attempt to evaluate the level of 
competition in tliis industiy and, therefore, did not come to any 
conclusions about the extent to which competition exists. 

Finally, to explore institutional investors’ use of proxy advisory services to 
help vote proxies and tiie influence proxy advisory firms may have on 
proxy voting, we conducted structured interviews with 3 1 institutional 
investors selected randomly by type, including mutual funds, corporate 
pension funds, government pension funds, and union pension funds, as 
well as asset management institutions. Our sample included several of the 
largest institutional investors and was derived from Standard & Poor’s 
Money Market Directories (January 2006), The sample consisted of a 
population of mutual funds and pension funds with over $i billion in 


Page 20 


GAO-07-765 Proxy Ad\d90ry Services 




291 


Appendix I; Scope and Uetfaodoiogy 


assets, and included large and small institutional investors from each 
investor type. We defined “large" and “small” institutional investors as the 
top and bottom 15 percent of each institutional investor type. In total, 
these large and small institutional investors accounted for over 72 percent 
of assets under management held by mutual funds and pension funds with 
over $1 billion under management. Although we randomly selected these 
institutional investors, the size of the sample was small and may not 
necessarily be representative of the universe of institutional investors. As 
a result, we could not generalize the results of our analysis to the entire 
population of institutional investors. 

We conducted structured interviews with 20 large and 1 1 small 
institutional investore. Initially, we had contacted a total of 126 mutual 
funds and pension funds that were randomly selected from our sample of 
institutional investors and 20 (13 large and 7 small institutions) reported 
using proxy advisory firm services and agreed to participate in our 
structured interviews. The other 106 institutional investors we had initially 
contacted declined to participate in the structured interviews for several 
reasons. In particular, many of these institutions said that they do not vote 
proxies thentsclves, but rather hire asset management institutions to both 
manage their investment portfolios and vote proxies on their behalf. We 
conducted interviews with 1 1 (7 large and 4 small institutions) of these 
asset management institutions, which were referred to us by several of the 
pension funds we had initially contacted. The results of these asset 
manager interviews are included among the total of 20 large and 11 small 
institutional investors that we interviewed. In addition, some of the 106 
institutional investors declined to paiticipate because they vote proxies 
themselves or do not vote proxies at all. while others refused to 
paiticipate or could not be reached. 

In our structured interviews with the 31 institutional investors, we spoke 
with officials from the organizations who are responsible for proxy voting 
activities. We asked these officials a variety of questions relating to their 
institutions’ policies on proxy voting and use of proxy advisory firms. 
Further, we asked the officials to comment on potential conflicts of 
interest associated with proxy advisory firms, steps taken to mitigate such 
potential conflicts, and the level of competition in the proxy advisory 
industry. 

Finally, we spoke with various industry professionals discussed earlier to 
gain their perspectives on the influence of proxy advisory firms. We could 
not identify any studies that comprehensively measured the influence that 
these firms have on proxy voting. 
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Appendix I: Scope and MeUtodotogy 


We conducted our work in Washington, D.C., between September 2006 
and June 2007 in accordance with generally accepted government auditing 
standards. 
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scsmd^s reveal that ftduGiailes can 
be-ffutied with conflicts of interest 
that could lead them to breach.this 
dutyi Eecause of the potential 
adverao effects such a breach may 
have on letirement plan assets, we 
w^easked.to describe (.1) 
conflicts of interest in Uie proxy 
voting system, C2) aGtlons taken to 
manage them, and (3) DOL’s 
enforcement of proxy voting 
recpirements. 


What GAO Recommends 


^ (jAO recommends that.; Congress 
consider amending ERISA to 
require- fldudaries to fl) develop 
proxyrvoting, guidelines, (2) 

. disclose guidelines and votes 
annUafly, and (S) appoint ait . v 
independ^t fiduciary to vote the - 
company’s own stock in its pension 
plan in certain instances. GAO 
recommends that DOL conduct 
anotherproxy enforcement stmfy,. 
and erdiance coordination of - 
enforcement strategies with SEC. 
DOL gimeraiiy disagreed with our 
recoiranendations, but we believe 
that additional tran^arency and 
enhanced enforcement are heeded. 

www.gao,gov/cgi-bin/getrpt?GAO-04-74g. 

To view the ful! procfuct, including the scope 
and methodology, elicR on the link above. 
For more information, contact Barbara 
Bovbjerg at (202) 512-721 5 or 
bovbjergb@gao.gov.. 
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PENSION PLANS 

Additional Transparency and Other 
Actions Needed in Connection with Proxy 
Voting 


What GAO Found 

Conflicts of interest in proxy v'oting can occur because various business 
relatiomhips exist, which can influence a fiduciary’s vote. When a portion of 
a company’s pertsion plan assets are invested in its own company stock, the 
internal proxy voter may be particularly vulnerable to conflicts of interest 
because management an enhanced ability to directly influence their 
voting decisions. Although situations representing conflicts will occur, 
limited disclosure of proiqr voting guidelines and votes may make proxy 
voting more vulnerable to such conflicts. Because of limited transparency, 
concerned parties do not have the information needed to raise questions 
regarding whether proxy votes were cast solely in the interest of plan 
participants and beneficiaries. 

Some plan fiduciaries and the Securities and Exchange Commission (SEC) 
have taken steps to help manage conflicts of interest in proxy voting. 
Specifically, some plans voluntarily maintain detailed proxy voting 
guidelines that give proxy votem clear direction on how to vote on certain 
issues. Tlie SEC has imposed new proxy voting regulations on mutual funds 
and investment advisers, requiring that specific language be included in the 
fund’s guidelines on how fiduciaries will handle conflicts of interest. Some 
plan fiduciaries volimtarily make their guidelines available to participants 
and the public. In addition, some plans voluntarily disclose some or all of 
their proxy voles to participants and the public. Some plans also voluntarily 
put additional procedures in place to protect proxy voters from conflicts of 
interest in order to avoid breaches of fiduciary duty. For example, some plan 
sponsors hfre independent fiduciaries to manage employer .stock in their 
pension plans and vote the proxies associated with those stock. Plans may 
also hire proxy-voting firms to cast proxies to ensure that they are made 
solely in the interest of participants and beneficiaries. 

DOL’s enforcement of proxy voting requirements has been limited for 
several reasons. First, paiticipant complaints about voting conflicts are 
infrequent, at least in part, because votes cast by a plan fiduciary or proxy 
voter generally are not disclosed; therefore, participants and othere are not 
likely to have information they need to raise questions regaining whether a 
vote has been cast solely in their interest. Second, for DOL, the Employee 
Retirement Income Security Act of 1974 presents legal challenges for 
bringing cases such that it is often difficult to obtain evidence that the 
fidudaiy was influenced in his or her voting by something other than the 
sole interests of plan participants. Finally, even if such eLTdence existed, 
monetary damages are difficult to value and fines are difficult to impose. 
And, DOL has no statutory authority to impose a penalty without first 
assessing damages and securing a monetary recovery. In part, because of 
these challenges, DOL has devoted few resources to enforcing proxy voting 
by plans. 
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Abbreviations 

AMEX 

American Stock Exchange 

DeAM 

Deutsche Bank Asset Management 

DelB 

Deutsche Bank’s Investment Banking 

DOL 

Department of Labor 

EBSA 

Employee Benefits Security Administration 

EIN 

Employer Identification Number 

ERISA 

Employee Retirement Income Security Act of 1974 

ESOP 

employee stock ownership plan 

HP 

Hewlett-Packard 

IB 

Interpretive Bulletin 

IMS 

investment managers 

NASDAQ 

National Securities Dealers Stock Exchange 

NYSE 

New York Stock Exchange 

SARs 

summary annual reports 

SEC 

Securities Exchange Commission 

SPDs 

summary plan descriptions 

TAQ 

Trade and Quote 

This is a work of the U.S. government and is not subject to copyright protection in the 

United States, it may be reproduced and distributed in its entirety without further 
permission from GAO. However, because &iis work may contain copyrighted images or 
other materia!, permission from the copyright holder may be necessary if you wish to 
reproduce this material separately. 
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^ G A O 

* Inlegrlty * Reliability 

United States Government Accountability Office 
Washington, DC 20548 


August 10, 2004 

The Honorable Edward M. Kennedy 
Ranking Minority Member 

Committee on Health, Education, Labor, and Pensions 
United States Senate 

Dear Senator Kennedy: 

Pensions are an important source of income for millions of retirees, and 
the federal government has encouraged private employers to sponsor and 
maintain private pension and retirement savings plans for their employees. 
In 1998, about 100 million workers and retirees were covered in private 
defined benefit' or defined contribution^ pension plans with assets totaling 
about $4 trillion. In 2001, pension plans, as a whole, owned about 20 
percent of the total corporate equity issued by U.S. companies, with 
private pension funds owning about 59 percent of that amount.® As 
shareholders, pension plans have certain rights, including the right to vote 
on certain corporate governance matters, Some matters such as the 
election of directors, executive compensation packages, and mergers and 
acquisitions are significant voting items that may affect long-term share 
value, while other matters may not. While they may vote in person, 
fiduciaries typically do not attend the annual meetings in which corporate 
policies are voted. Instead, they usually submit ballots prior to the 
meeting, generally via mail or online instructions. This is called proxy 
voting. According to the Department of Labor’s (DOL's) interpretation of 
the Employee Retirement Income Security Act (ERISA) of 1974, with these 


'a defined benefit plan promises to provide a benefit that is generally based on an 
employee's salaiy and years of service. Defined benefit plans use a fomiula to determine 
the ultimate pension benefit that participants are entitled to receive. The employer, as plan 
sponsor, is responsible for making contributions that are sufficient for funding the 
promised benefit, investing and managing the plan assets, and bearing the investment risk, 

^Undcr defined contribution plans, employees liave individual accounts to which Uie 
employee, employees, or both make periodic contributions. Defined contribution plan 
benefits are based on tfie contributions to and investment returns (gains and losses) on 
indhidual accounts, fn a defined contribution plan, the employee bears the risk and often 
controls, at least in part, how his or her individual account assets are invested. 

®These data are according to the flow of funds data issued on March 2004 from the Federal 
Reserve Board. Mutual funds own about 18 percent of total corporate equity, while 
households dirccUy own about 39 percent. 
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voting rights, fiduciaries are required to cast votes solely in the interest of 
plan participants and beneficiaries.^ 

The retirement security of these plan participants can be affected by how 
certain issues are voted on during company stockholder meetings and, 
therefore, relies on fiduciaries acting solely in the interest of pension plan 
participants and beneficiaries. However, recent corporate sc^dals have 
highlighted the fact that fiduciaries are faced with conflicts of interest that 
could lead them to breach their responsibility to act solely on behalf of 
participants. For example, in 2002, the Securities Exchange Commission 
(SEC) investigated whether a vote cast in favor of a merger between 
Hewlett-Packard (HP) and Compaq by Deutsche Bank Asset Management 
(DeAM), a large asset manager with the fiduciary responsibility for voting 
proxies, was influenced by a conflict of interest. The SEC found that a 
material conflict of interest was created when DeAM failed to disclose to 
its advisory clients that Deutsche Bank's Investment Banking (DelB) 
division was working for HP on the merger and had intervened in DeAM’s 
proxy process on behalf of HP. 

Because of conflicts of interest in the proxy voting system and the 
potential adverse effects of such conflicts on the retirement security of 
Americans, you asked us to describe (1) conflicts of interest in proxy 
voting, (2) actions taken by plans and plan fiduciaries to manage conflicts 
of interest, and (3) DOL’s enforcement of proxy voting requirements. 

To determine what conflicts exist in proxy voting, we conducted face-to- 
face and telephone interviews which included officials at DOL’s Employee 
Benefits Security Administration (EBSA) and at SEC, securities and proxy 
voting industry professionals, officials of public and private pension plans, 
ERISA attorneys, asset managers, and proxy voting firms, research 
organizations, and proxy solicitors. We asked 25 shareholder activist 
professionals, academics, and economists to respond to a series of 
questions for a written reply and received 14 responses. To determine the 


■“a plan fiduciary includes a person who has discretionary control or authority over the 
management or administration of the plan, including the management of plan assets. Any 
person who makes investment decisions with respect to a qualified employee benefit plan’s 
assets is generally a fiduciary. 'Phe duties the person performs for the plan rather than their 
title or office determines whether that person is a plan fiduciary. Unless otherwise 
indicated, in Uiis report we use the term fiduciary or plan fiduciary as those persons who 
have the re^nsibllity for voting proxies. Plan fiduciaries have a responsibility to vote 
proxies on issues, including those that may afl'ect the value of the shares in the plan’s 
portfolio. 
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extent to which certain companies' pension plans hold proxy voting power 
within the plan sponsor, we analyzed plan financial information filed 
annually (Form 5500 data) with DOL's EBSA. We analyzed data for the 
Fortune 500 companies for plan year 2001, which was the most recent yccir 
for which complete plan-specific data were available. To determine what 
safeguards fiduciaries have put in place to manage conflicts of interest, we 
reviewed proxy voting guidelines and interviewed a number of public and 
private pension plan sponsors, asset managers, proxy voting firm 
representatives, and other experts. To determine DOL’s enforcement 
efforts in this area, we reviewed DOL enforcement material and previously 
issued GAO reports on DOL’s enforcement program and interviewed 
officials at EBSA. 

We conducted our work between April 2003 and May 2004 in accordance 
with generally accepted government auditing standards. See appendix I for 
more information on our scope and methodology. 


RoSUltS in Briof Exports we interviewed said that conflicts of interest exist in proxy voting 

and occur because of the various business relationships that may 
influence a proxy voter’s vote. These experts also said that conflicts can 
exist in situations when an employee of the plan sponsor votes proxies — 
internally — or by a person or entity outside of the plan — externally. When 
a portion of a company’s pension plan assete are invested in its own 
company stock, the internal proxy voter may be particularly vulnerable to 
conflicts of interest because management has the ability to directly 
influence voting decisions. For the external proxy voter, a variety of 
conflicts may arise due to business relationships. For example, when the 
external proxy voter is an investment manager that is part of a larger 
corporation that provides a variety of services, business relationships 
between branches of the corporation and the plan sponsor may influence 
the investment manager’s proxy voting decisions. Consistent with current 
DOL requirements, proxy votes and guidelines are disclosed to the plan. 
Proxy voters are not required to publicly disclose proxy voting guidelines 
and votes, though plans are required to make voting guidelines available to 
participants upon request. Although conflicts will exist, limited disclosure 
may make proxy voters more vulnerable to such conflicts. Because of this 
limited transparency, concerned parties do not have the information 
needed to raise questions regarding whether proxy votes were cast in the 
sole interest of plan participants and beneficiaries. 

Some plan fiduciaries and SEC have taken steps to help manage conflicts 
of interest in proxy voting. Some plans voluntarily maintain detailed 
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proxy-voting guideline that give proxy voters clear direction on how to 
vote on certain issues. SEC has imposed new proxy voting regulations on 
mutual hinds and investment advisers requiring that specific language be 
included in policies and procedures on how fiduciaries will handle 
conflicts of interest In addition, some plan fiduciaries voluntarily make 
their guidelines available to participants and the public. Furthermore, 
some plans voluntarily disclose to participants and the public how they 
voted on some or all of the issues in which they voted. Similarly, SEC now 
requires mutual funds to publicly disclose all proxy votes and policies and 
procedures. Some plans voluntarily put additional procedures in place to 
protect proxy voters from conflicts of interest that may lead to breacrhes of 
fiduciary duty. For example, some plans have a rule that, in the event that 
an attempt is made to influence a proxy vote, the voting responsibility on 
that issue moves from the proxy voter to a committee. Some plan sponsors 
have hired independent fiduciaries to manage employer stock in their 
pension plmis. Plans may also hire an independent proxy voter or proxy- 
voting firm to cast proxy votes to ensure that they are solely in the interest 
of plan participants. 

DOL’s enforcement of proxy voting requirements has been limited for 
several reasons. First, participant complaints about voting conflicts are 
infrequent, at least in part, because votes cast by a plan fiduciary or proxy 
voter generally are not disclosed. Therefore, plan participants and others 
are not likely to have the information they need to raise questions 
regarding whether a vote has been cast solely in their interest. Second, 
ERISA presents legal challenges for prosecuting proxy voting cases. 
Specifically, it is often difficult to obtain evidence that the plan fiduciary 
was influenced in his or her voting by something other than the interests 
of plan participants because, among other things, the fiduciary’s vote is 
based on judgment. Finally, even if such evidence existed, monetary 
damages are difficult to value and, because the department has no 
statutory authority to impose a penalty without assessing damages, 
fiduciary penalties are difficult to impose. In part, because of these 
challenges and its limited resources, DOL has devoted few resources to 
enforcing proxy voting practices by fiduciaries. For example, the agency 
conducted three enforcement studies between 1988 and 1996 to determine 
the level of compliance with proxy voting requirements among select 
fiduciaries. According to DOL, as a result of these proxy reviews, they 
found improvements over time within the proxy voting system as the 
number of voting fiduciaries and plan administrators who voted and 
established proxy voting guidelines increased. The department has not 
conducted similar reviews in recent years. DOL officials told us that they 
believe that proxy voters are generally in compliance, they receive few 
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compiaiiits and that with limited resources they focus instead on other 
priority areas, which may result in identifying violations that can be 
corrected. Purthennore, DOL officials said that they do not have specific 
investigations focused on proxy voting, and they do not allocate many 
resources to this issue. 

This report contains Matters for Congressional Consideration to improve 
the disclosure of proxy voting guidelines and votes and the independence 
of fiduciaries voting proxies in certain circumstances, The report also 
contains recommendations for executive agency action to improve 
oversight and enforcement in this area. In its response to our draft report, 
DOL generally disagreed with our matters for congressional consideration 
and recommendations, saying that conflicts of interest affecting pension 
plans are not unique to proxy voting and that requiring independent 
fiduciaries and increased disclosures would increase costs and discourage 
plan formation. While we acknowledge that fiduciaries face conflicts 
beyond proxy voting issues and that DOL has limited statutory authority 
related to proxy voting, we believe that additional transparency and an 
enhanced enforcement presence are needed. 


Background 


ERISA established the broad fiduciary requirements related to private 
pension plans and was designed to protect the pension and welfare benefit 
rights of workers and their beneficiaries. The act requires a plan fiduciary 
to act “...solely in the interest of plan participants and beneficiaries and 
for the exclusive purpose of providing benefits” to them and to act . .with 
the care, skill, prudence, and diligence under the circumstances then 
prevailing that a prudent man acting in a like capacity and familiar with 
such matters would use." Failure to act in accordance with these 
requirements might constitute a breach of fiduciary duty. Breaches of the 
fiduciaiy’ duty to acl solely in the interest of plan participants and 
beneficiaries witli respect to proxy voting could arise when a fiduciary has 
a conflict of interest. Conflicts of interest occur in a variety of ways in 
proxy voting. Conflicts occur when a plan fiduciary or proxy voter has 
either business or personal interests that compete with the interests of 
participants. When conflicts are not appropriately managed, they could 
lead to a breach of fiduciary responsibility or, at least, may raise concern 
that a breach has occurred. For example, an SEC investigation showed 
that DelB division had an undisclosed business relationship with IIP, 
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which may have influenced the proxy voter’s vote cast by DeAM about a 
merger between HP and Compaq Computer Corporation/’ 

ERISA’s fiduciary requirements apply to plan sponsors, trustees, 
managers, and others who act as fiduciaries. These requirements do not 
explicitly address proxy voting; however, DOL — having responsibility for 
the investigation and enforcement of violations of ERISA, which includes 
provisions related to fiduciary responsibility — has stated that the fiduciary 
act of managing plan assets that are shares of corporate stock generally 
include the voting of proxies pertaining to those shares of stock. The 
provisions of ERISA were enacted to address public concerns that funds 
of private employee benefit plans were being mismanaged and abused. 
DOL can take several actions to correct fiduciary violations it identifies. 
These include acceptance of voluntary fiduciarj.' agreements to implement 
corrective actions, initiation of civil litigation in federal district court, and 
referral of certain violations to other enforcement agencies. 

On the matter of proxy voting, DOL has issued several letters and bulletins 
discussing the duties of pension plan fiduciaries. For example, the "Avon 
Letter,” released in 1988, stated that the voting of a proxy is a fiduciary 
duty and that the responsibility for voting falls on the plan’s trustee unless 
otherwise delegated." Through its “ISS letter,” issued in 1990, among other 
things, DOL staled that with respect to monitoring activities, that the plan 
fiduciary, in order to cany out his or her fiduciary responsibilities, must be 
able to periodically review voting procedures and actions taken in 
individual situations so that a determination can be made whether the 
investment manager is fulfilling its fiduciary responsibility. Furthermore, 
DOL issued Interpretive Bulletin (IB) 94-2 in 1994, which clarified the 
guidance in the previous two letters and also stressed the importance of 
statements of investment policy, Including voting guidelines. While DOL 
said that maintenance of such statements of investment policy are 


"SEC brought an enforcement action against Deutsche Bank Asset Management in 
connection with its voting of client proxies for the llP-Compaq n\erger transaction and 
imposed a S750.000 penalQ-, The fine was imposed for not disclosing a conflict. SEC action 
found that DeAM violated its fiduciary duty to act solely in the best interests of its advisory 
clients by voting the proxies on the IhP stock owned by its advisory clients without first 
disclosing the conflict. 

‘ The Deputy Assistant Secretaiy of the Pension Welfare Benefits Administration (PWBA 
now known as EBSA) issued the Avon letter to Mr. Helmuth Fandl, Chairman of the 
Retirement Board of Avon Products, Inc., on February 23. 1988. Current U.S. Comptroller 
General David M. Walker was the Assistant Secretary of Labor for the PWBA from 1987 to 
1989. 
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consistent wiU\ ERISA, DOL officials said that they do not have the 
statutory authority to require plans to maintaii\ such statements. 

SEC, under the Investment Company Act of 1940, regulates companies, 
including mutual funds, that engage primarily in certain operations, such 
as investing, reinvesting, and trading in securities, and whose own 
securities are offered to the investing public. A primary mission of SEC is 
to protect investors and maintain the integrity of tlie securities markets 
through disclosure and enforcement. Employees in participant-directed 
pension plans might be given the choice of investing in securities, 
including employer securities, as well as a variety of mutual funds. 
Because plan participants may have such investment options, securities 
law protections applicable to investors are relevant to plan participants. In 
addition, some pension plans use investment managers to oversee plan 
assets and these managers may be subject to securities laws. 

Congress previously studied the issue of DOL’s enforcement and proxy 
voting. In the 1980s, reports emerged that fiduciaries were not voting their 
proxies or that conflicts of Interest may have influenced the decisions of 
some plan fiduciaries. The Congress consequently became concerned 
about whether fiduciaries were fulfilling their responsibility to protect the 
interests of pension plan participants and beneficiaries. Because ERISA 
does not specifically lay out what the fiduciary responsibility is regarding 
proxy voting, many fiduciaries were thought to be unclear about their 
responsibility to vote proxies and maintain voting guidelines. This was 
cited as one of the m^or factors that led the Subcommittee on Oversight 
of Government Management, Senate Committee on Governmental Affairs, 
to conduct an investigation of and hold hearings in 1986 on DOL’s 
enforcement of ERLSA. Among other things, the Subcommittee concluded 
that disclosure of proxy voles would facilitate the DOL’s enforcement 
efforts by providing the agency and other interested parties with much 
needed information. DOL officials believe that the agency does not have 
the statutory authority to require plan fiduciaries to publicly disclose their 
proxy votes and guidelines. 
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Business 
Relationships and 
Limited Disclosure of 
Votes Can Make 
Proxy Voting 
Vulnerable to 
Conflicts 


Sonie experts we interviewed said that conflicts of interest exist in the 
proxy voting system and limited disclosure makes proxy voting vulnerable 
to conflicts of interest. Conflicts of interest occur because of the various 
business relationships that may influence a plan fiduciary’s or proxy 
voter’s vote. For example, when a company provides investment advisory 
services for a company-sponsored pension plan and also provides 
investment banking services to the company sponsoring that pension plan. 
Although conflicts will exist, liimted disclosure makes proxy voting 
vulnerable to them. Because of this lack of transparency, participants do 
not have the information needed to raise questions regarding whether 
proxy votes were cast solely in their interest. 


Fiduciary’s Business Business associations between a proxy voter and any entity that may 

Associations Can Create influence their vote presents a conflict of interest. Some experts we 
Conflicts of Interest interviewed explained that these associations may form whether proxies 

are internally or externally managed because company management has 
direct access to the proxy voter who is either an employee, in the case of 
inlemally voted proxies, or is a service provider, in the case of externally 
voted proxies. 

When a portion of a company’s pension plan assets are invested in its own 
company stock, the proxy voter may be particularly vulnerable to conflicts 
of interest because management has the ability to directly influence its 
voting decisions and, since company stock held in the company’s own 
pension plan is typically managed internally,’ the proxy voter may at times 
be more concerned about their own interests. While ERISA states that 
fiduciaries must act solely in the interest of pension plan participants, 
there is no requirement tliat an independent fiduciary be appointed to 
provide additional protections for participants with company stock in their 
pension plans. 

Several experts explained that conflicts of interest that occur in this type 
of arrangement are considerably problematic. For example, one expert 
said that since proxy voting and other decisions relating to company stock 
are much more likely to be handled in-house, votes may be cast in 


'The named fiduciary could also delegate the proxy voting responsibility to a trustee batik, 
third-party proxy voting firm, or an independent fiduciary. 
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accordance with the wishes of the company’s senior management.* In such 
cases, the company’s management may not consider the best interest of 
plan participants 2md beneficiaries independently from management's 
opinion of what is best for the company. The Enron case provides an 
example of how management's own concerns may come before that of 
participants and beneficiaries.® 

In addition, some experts said that when proxies are internally managed, 
the proxy vole may be influenced by the fiduciary’s own personal 
concerns, particularly in instances when casting a vote solely in the 
interests of plan participants and beneficiaries means voting against 
company management. Specifically, if the plan fiduciary is a lawyer, 
investment analyst, or a member of the management team for the 
compEiny, their proxy vote on management proposals such as a merger 
and acquisition or for individuals they have chosen to serve on the board 
of directors could be influenced by concerns about their personal 
standing, or job security, in the company. A few experts said that a 
fiduciary in this situation is not likely to vote against a management 
proposal such as an executive compensation package because of their 
own personal concerns. Additionally, DOL officials said that conflicts for 
an internal fiduciary could arise when the company is experiencing 
problems, which, if publicly known, would cause stock value to decline. In 
order to protect participants, fiduciary duty might require the fiduciary to 
publicly disclose the information to participants and other shareholders 
and sell shares of the company stock. Insider trading rules would, 
however, prevent the fiduciary from taking action on nonpublic 
information."’ However, making this information public could cause a 
rapid decline in share value as investors sell off their shares of stock, 
thereby, potentially harming the company and the fiduciary’s own 
personal standing in the firm. 


^Defined benefit plans may not acquire any qualifying employer security or qualifying 
employer real property in excess of 10 percent of fair marker, value of the pl^’s assets, 
Defined contribution plans are generally exempt from the 10 percent limitation. 

"The DOL sued Enron, corporate directors, and the administrative committee on June 26, 
2003, for violating ERISA. The suit alleges that certain company and plan officials failed to 
consider the prudence of Enron stock as an appropriate investment for the retirement 
plans and did nothing to protect the workers and retirees from extensive losses. The 
former corporate executive was also charged with misrepresenting Enron’s financial 
condition to employees and plan officials and encouraging them to buy the stock. 

'"insider trading rules state that a person or entify may not sell or buy stock based on 
information that is not piUjlicly a\'ailable. 
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Because company management could influence the fiduciary responsible 
for voting the proxies related to the company's own stock," management 
may have a significant amount of influence over the outcome of a proxy 
contest. In order to assess the influence management could have in a 
proxy contest, we conducted an analysis of Fortune 500 companies. (See 
appendix I for further information on our methodology.) In our analysis, 
we compared the number of voting shares of company stock held in a 
company's pension plans'^ to the total voting shares held in the market. 
About 272 of the Fortune 500 companies that reportedly had their own 
company stock in their pension plans and in separate accounts, such as 
master trust agreements held over $210 billion in employer securities in 
plan year 2001. Of those companies, 27 percent held at least 5 percent or 
more of company stock in their company's pension and benefit plans, 
while another 26 percent held between 2 and 5 percent. None of the 
Fortune 500 firms we analyzed held more than 21 percent of the total 
voting power of their company’s stock in their pension and welfare benefit 
plans, while 47 percent held less than 2 percent of company stock in their 
company’s pension and benefit plans. 


"Management also l\as access to other proxy voters— employees who participate in the 
company's pension plan which has company stock as an investment choice in their 401(k) 
plan or if the plan sponsor offers an Employee Stock Ownership Plan (ESOP). The plan 
fiduciary is responsible for voting unallocated stock and stock allocated to pension plan 
participants that has not been voted. Unallocated shares of stock are those that have not 
been distributed and are held by the company in a .suspense account. Allocated shares of 
stoc-k are (hose shares that have been both distributed to the employees of the company’s 
pension plan and to outside investors (e.g., by institutional investors such as other pension 
plans and mutual funds, or individual investors). How the fiduciary must vote those stock 
is outlined in the plan documents. The directions provided in the plan documents may 
include voting by the trustee in accordance with fiduciary principles, voting by the trustee 
to mirror the vote for directed shares, and refraining from voting the shares on the 
assumption that the employee intended to cast a no vote. 

'Vor defined benefit plans, plan assets are typically institutionally managed by an external 
asset manager. The external asset manager also has the responsibility to vote the proxies 
unless chat responsibility is retained by the plan tnistees, For defined contribution plans, 
pension plan participants may have the responsibility to vote the proxies for the shares of 
their own company’s stock in their 401(k) plan account. This called pass through voting, 
which is required for a plan to receive Section 404(c) relief with respect to the investment 
in compemy stock. It is at the plan's discretion to permit pass thni voting to participants, 
though most defined contribution plans are designed to comply with Section 404(c), 

‘^is includes con^jarQ^ stock held in defined contribution plans (including ESOPs) and 
defined benefit plans, or indirectly through certain trusts, accounts, and other investment 
arrangements. This also includes allocated and unallocated slock. 
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While the results showed that the pension and welfare benefit plans of the 
Fortune 5(K) companies we analyzed were not holding large percentages of 
the total voting power of a company’s shares, these findings may still be 
significant. For example, in a contentious proxy contest such as a merger 
and acquisition where 51 percent of outstanding shares is needed to 
complete the mei^er, a company whose pension assets comprise just 
2 percent of the total stock issued by a company might act as the deciding 
vote if the proxy contest is close. In this case, how the plan fiduciary or 
proxy voter casts its vote could make the difference between 49 percent 
and 51 percent — that is, the difference between the merger being approved 
or rejected. Some of the largest and most influential pension plans 
typically hold no n^ore than 1 to 2 percent of any one company’s shares in 
their plan’s investment portfolios. As such, a Fortune 500 company whose 
pension plans holds more than 1 or 2 percent of its own company stock 
could give them an advantage in a proxy contest. 

When the fiduciary is not an employee of the plan sponsor — ^that is, he or 
she is external to the company — experts explained that a variety of 
different types of conflicts might also arise because of business 
associations. For example, when the proxy voter is an investment manager 
that is part of a larger corporation that provides a variety of services, 
experts said that business relationships between the company’s other 
branches and the plan sponsor might influence the investment manager’s 
voting decisions. 'These relationships may influence the proxy voter to 
vole with the plan sponsor’s management, particularly if the proxy voter 
wishes to maintain business relationships with the plan sponsor or create 
an opportunity for future business relationships. For instance, some 
experts we interviewed contend that DeAM division — the proxy voter in 
this case — was influenced by a business relationship between DelB 
division and their mutual client, HP. SEC records reveal that DeAM 
reversed its vote to vote in favor of HP’s merger after the investment 
banking division set up a meeting between the proxy voter and HP 
management. SEC found that, unbeknownst to DeAM’s advisory clients, 
DelB was working for HP on the merger and had intervened in DeAM’s 
proxy process on behalf of HP. This created a material conflict of interest 
for DeAM, which has a fiduciary duty to act solely in the interests of its 
advisory clients. The SEC action found that DeAIVl violated this duty by 
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voting the proxies on the HP stock owned by its advisory clients without 
first disclosing the conflict.” 

While some experts we interviewed said that they believe most plan 
fiduciaries vote solely in the interest of participants and beneficiaries, 
others said that some fiduciaries might prioritize other interests when 
casting their votes. For example, a few experts said that fiduciaries are 
taking their proxy voting responsibility seriously and voting appropriately. 
Other experts we interviewed said that the proxy voting decisions of some 
external asset managers are often influenced by short-term quarterly 
returns on assets rather than on voting patterns that support long-term 
goals that benefit shareholders and participants. Some experts we 
interviewed also said that some externa! asset managers believe that they 
are retained and compensated because of superior investment 
performance and not because of how they vote proxies. Last, some 
experts said that there are only downsides to devoting resources to proxy 
voting. 


Limited Disclosure May 
Make Proxy Voting 
Vulnerable to Conflicts of 
Interest 


Experts we interviewed said that the limited disclosure might create 
inappropriate incentives and result in inadequate accountability, which 
may make proxy voting especially vulnerable to conflicts of interest. Proxy 
votes, in some cases, may not be monitored by the plan fiduciary and are 
not routinely disclosed to the public, two actions that could help ensure 
that fiduciaries cast votes solely in the interest of pension participants, 


Limited disclosure and lack of adequate monitoring of proxy voting 
practices by plans hinders accountability for how votes are cast. 
Consistent with current DOL requirements, votes are disclosed to the 
appropriate plan fiduciaries. Fiduciaries are not required to publicly 
disclose proxy voting guidelines and votes, though the plan would be 


”SEC found that DeAM violated Section 206(a) of the Investment Advisers Act of 

1940 by fsuling to disclose to its clients any material fact about a potential or actual conflict 

of interest that may affect its unbiased service to its clients. 

’ ’According to the January 1990 interpretive letter lo the Institutional Shareholder Services 
Inc., DOL advised that the named fiduciary must be able to comprehensively monitor proxy 
votii^ activities of the investment (or asset) manager so as to make an infotmed 
determination as to whether the inveslnrent manager has met its fiduciary obligations, 
'nius, Uie named fiduciary must have access lo, and the investment msmager must maintain 
accurate records of, the investment mant^cr’s voting procedure and actions taken in 
specific cast«. 
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required to make any written proxy voting guidelines available to 
paiticipants upon request."’ Hence, only plans have easy access to the 
information that allows them to monitor how proxy voters are voting. 
However, not all plans have the resources to devote to such monitoring; 
therefore, the attention given to the proxy voting responsibility can vary 
greatly by plan. Some large plans devote a significant amount of expertise 
and resources to proxy voting while other plans may not. Furthermore, a 
few experts said that in many cases where the proxy voting responsibility 
is delegated externally, the plan provides limited to no review of how the 
proxies were voted. 

Experts we intendewed said that limited disclosure might provide 
incentives for fiduciaries to cast their votes according to their own 
interests. These experts also said that publicly disclosing proxy votes 
could help discourage voting that is inconsistent with participants’ 
interests. For example, a few experts believed that the economic 
incentive for fiduciaries to vote with management could be significant 
enough, and the potential for penalties as a fiduciary weak enough, to 
make voting with management hard to resist.” Several experts explained 
that since breaches of fiduciary duty are very difficult to uncover, limited 
transparency prevents participants and others from raising questions 
regarding whether votes were made solely in the interest of participants. 
They also contend that increased transparency provided by public 
disclosure may provide participants, regulators, and others with more 
comprehensive information needed to hold fiduciaries and corporations 
accountable for their actions. In this regard, SEC concluded that shedding 
light on mutual fund proxy voting could illuminate potential conflicts of 
interest and discourage voting that is inconsistent with fund shareholders’ 
best interests. 

SEC’s new disclOvSure rules for mutual funds and investment advisers may 
provide a limited benefit to some pension plan participants, while the new 
rule for investment advisers may also benefit pension plans whose proxies 
are voted externally. In 2003, SEC issued a final rule requiring mutual 


'®See DOL Interpretive Bulletin 94-2 and a March 20, 1997 interpretive letter to Kirkland & 
Ellis with respect to the scope of the disclosure requirements of Section 104(b)(4). 

”Voting with management is not necessarily against tire interests of participants and 
beneficiaries, in some cases, voting in favor of a management proposal would benefit 
participants. As with any proxy decision, the vote should be based on analysis and should 
be made solely in the interest of participants. 
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funds to publicly disclose their proxy votes on an annual bj^is and to 
adopt and disclose proxy voting policies and procedures to shareholders. 
However, this rule may provide some beneht for pension plan participants 
in defined contribution plans. Specifically, pension plan participants who 
invest their defined contribution dollars in mutual funds might find proxy 
voting results cast by investment managers of their funds on the web site 
of the mutual fund provider. On the other hand, defined benefit plan 
participants may receive little benefit from this rule if defined benefit 
plans invest few assets in mutual funds.*® Furthermore, SEC’s new 
disclosure rule for investment advisers requires investment advisers to 
inform their clients how they can obtain information on how the clients’ 
securities were voted. However, this rule may provide little benefit to plan 
participants in defined contribution and defined benefit plans since this 
ruling requires disclosure to the plan as the client and not to plan 
participants. 

SEC’s new disclosure rule for investment advisers may also provide 
protections beyond those provided by ERISA for private pension plans 
whose proxies are voted externally. SEC's new disclosure rule for 
investment advisers may provide requirements that are either not 
specifically stated or covered in DOL interpretations of ERISA. For 
example, SEC requires, in part, that investment advisers'® exercising proxy 
voting authority over client securities adopt and implement proxy voting 
policies and procedures for voting clients’ proxies.^® ERISA, on the other 
hand, does not require fiduciaries to maintain statements of investment 
policy, which includes statemente of proxy voting policy. Also, SEC 
requires that voting policies and procedures must describe how the 
adviser addresses material conflicts between its interests and those of its 


’®Undar defined benefit plans, the employer, as the plan sponsor, bears the Investment risk 
as well as those risks associated with voting proxies. 

'®This rule applies to all investment advisers registered with SEC that exercise proxy voting 
authority over client securities. 

““This new rule also requires U\at the written policies and procedures for voting client 
proxies must be reasonably designed to ensure that the adviser votes client securities in 
the best interests of the clients, to disclose to clients how they may obtain information 
about those policies and procedures, and to disclose to clients how they may obtain 
information on how the adviser has voted their proxies. The rule amendments also require 
adriseis to maintain certain records relating to proxy voting. The rule and rule 
amendments are designed to ensure that advisers vote proxies in the best interest of tlieir 
clients and provide clients with information about how iheir proxies are voted. This new 
rule also requires inve^ment advisers to furnish a copy of written policies and procedures 
to clients upon request. 
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clients with respect to proxy voting, while ERISA does not, SEC’s 
investment adviser rule may provide no benefit to plans that retain voting 
responsibility because it covers only investment advisers that exercise 
proxy voting authority over client securities. 

Certain change in the retirement savings environment are making the 
need for enhanced transparency more important. For example, the shift 
from defined benefit plans to defined contribution plans increases the 
need for disclosure to plan participants.^' Because under a defined 
contribution plan participants bear the investment risk, as with 
shareholdere, participants need information to be more active in 
protecting their retirement assets. SEC reported that the proposal 
generated significant comment and public interest. Of the approximately 
8,000 comment letters, the overwhelming majority supported the 
proposals and urged SEC to adopt the proposed amendments. Many 
commenters, including individual investors, fund groups that currently 
provide proxy-voting information to their shareholders, labor unions, and 
pension and retirement plan trustees, supported the proposals.^'' 
Furthermore, one expert said that pension plans should be required to 
disclose voles and guidelines to participants because participants cannot 
switch plans the way shareholders can switch their money from one 
investment company to another. This expert further said that having 
policies such as these in place makes ERISA stronger especially given the 
impact that having their money lied up in a retirement portfolio could 
potentially have on a participant’s retirement assets. Additionally, the 
expert said that the differences between disclosures provided to 
shareholders and pension plan participants should be eliminated. 


^'DOL statistics show (ha( the nuntber of single employer and tnuitiempLoyer defined 
benefit plans are on the decline, while the number of defined contribution plans being 
adopted is on the rise. The decline in defined benefit plans is attributed to the fact that 
fewer plans are being adopted, some employers are replacing defined benefit plans with 
defined contribution plans, and some defined benefit plans liave been terminated, 

“Many fund industry raenibeis supported the proposed amendments regarding the 
disclosure of policies and procedures. However, most fund industry members opposed the 
proposed amendments that would require disclosure of a fund’s complete proxy voting 
record and disclosure of votes that are inconsistent vrith fund policies and procedures. 
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Sorn6 Plan FiduciSriBS inanage conflicts, some plan fiduciaries have taken special actions, 

some of which are similar to SEC requirements for mutual funds. One such 
Have Taken Actions action is the maintenance by fiduciaries of detailed proxy voting 
to Manage Conflicts guidelines that give proxy voters clear direction, reducing ambiguity and 
® vulnerabilities related to conflicts that may influence the voter. 

Additionally, some fiduciaries include in their guidelines information on 
what the plan do^ when a conflict of interest exists on a proxy vote; they 
also publicly disclose their guidelines. Some plans also disclose a record 
of all their votes cast to participants and the public. Some pension plans 
also put additional procedures and structural protections in place to help 
manage conflicts. 


Some Fiduciaries Have 
Developed Detailed Proxy- 
Voting Guidelines to 
Manage Conflicts 


To help manage conflicts, some fiduciaries use detailed proxy voting 
guidelines that they make public. However, such guidelines are not 
required by ERISA, nor does DOL give guidance to fiduciaries as to the 
level of detail and specificity that guidelines should contain. Hence, some 
plan guidelines vary widely in their level of detail and specificity and some 
provide only minimal guidance. For example, some plan officials we 
interviewed said that their guidelines instruct proxy voters to always vote 
in the best economic interest of participants, while other experts said that 
some guidelines only instruct proxy voters to vote with management but 
offer no guidance beyond this broad statement. Other plans, on the other 
hand, create detailed, up-to-date guidelines. Some plans that we reviewed, 
for example, maintain guideline dociunents that direct proxy voters which 
way to vote, or factors to consider in deciding which way to vote, on a 
wide range of routine and non-routine proxy issues. The issues include, 
but are not limited to, board of director elections, auditor selections, 
executive compensation, reincorporation, capital issues (such as stock 
issuance), environmental and social concerns, and mergers and 
acquisitions, in addition, some plans, according to plan officials we spoke 
with, review their guidelines on a regular basis, and update them if needed, 
This allows the guidelines to reflect new issues in corporate governance. 
For example, in 2002, one plan updated its guidelines twice to reflect new 
corporate governance issues arising from the Sarbanes-Oxley Act.^'" 


Detailed guidelines reduce ambiguity in the proxy voting process by 
providing direction to help fiduciaries determine how to vote. For 


Sarbanes-Oxley Act was passed in 2002 and contained a number of corporate 
governance and accounting provisions in response to recent corporate scandais. 
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example, detailed guidelines may instruct a voter how to analyze an 
executive compensation vote based on a number of factors, so that the 
vote is made in what the fiduciary believes is solely in the interest of 
participants. As a result, proxy voters have clear direction on how to vote 
on a specific voting issue. For example, one plan official said that because 
their guidelines are clear, there is no confusion about how to vote on any 
proxy issue. Furthermore, a plan fiduciary or proxy voter may use detailed 
guidelines to defend against complaints about votes by demonstrating that 
a given vote was based on their guidelines and was not influenced by a 
conflict of interest. 

Some guidelines include what steps a proxy voter should take to prevent a 
fiduciary breach and ensure tliat the vote is made solely in the interest of 
participants when a conflict of interest exists. Similar to the recent SEC 
rule requiring mutual funds and investment advisers to disclose “tiie 
procedures that a mutual fund company/complex and investment advisers 
use when a vote presents a conflict. ...” some pension plan fiduciaries 
include such a discussion in their guidelines. For example, the guidelines 
of one plan fiduciary we examined indicate that, in the case of a conflict of 
interest, the issue is to be reported to the president and general counsel of 
the plan sponsor who decide how to proceed and ensure that a record of 
the conflict and the related vote is maintained. In addition, some 
fiduciaries provide further detail about what constitutes a conflict of 
interest. For example, one plan’s guidelines define a conflict of interest as 
being “a situation where the Proxy Analyst or Proxy Committee member, if 
voting the proxy, has knowledge of a situation where either” the plan 
fiduciary “or one of its affiliates would enjoy a substantial or significant 
benefit from casting its vote in a particular way,” 

In addition to developing detailed guidelines, some plan fiduciaries 
voluntarily make their guidelines/policies and procedures available to the 
public, as SEC has required mutual funds to do. Some public pension plans 
disclose their guidelines on their Web sites, making them available not 
only for participants and beneficiaries but also the general public. The 
officials of some private plans indicated to us that they would probably 
produce a copy of their guidelines if explicitly requested by a participant, 
though they admitted that such a request is rarely, if ever, made. SEC 
addressed the issue of disclosure, when, in 2003, it began to require mutual 
funds to disclose their voting policies and procedures in their registration 
statement. Mutual fund policies and procedures are required to be 
available at no charge to shareholders upon request. Also, mutual funds 
must inform shareholders that the policies and procedures and votes are 
available through SEC’s Web site, and, if applicable, on the fund’s Web 
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site. SEC made the case for guideline disclosure by stating that, 
“shareholders have a right to know the policies and procedures that are 
being used by a fund to vote proxies on their behalf.” Many fund industry 
members publicly supported SEC’s disclosure rule through comment 
letters sent to SEC after the rule proposal was released. Officials for one 
mutual fund company, for example, supported guideline disclosure 
because the transparency resulting from disclosure would encourage 
mutual funds to make better proxy voting decisions, which in turn could 
enhance fund performance. Also, they believed that guideline disclosure 
would deter casting proxy votes that are not in the best interest of 
shareholders. 


Some Fiduciaries Disclose 
Proxy Votes, Providing 
Greater Incentive to Vote 
Appropriately 


Some plan fiduciaries also publicly disclose their proxy votes in an 
attempt to manage conflicts of interest. We met with officials of some 
public pension plans that disclose proxy votes on their Web sites, making 
them available not only to participants and beneficiaries, but also to the 
public.^ While some public plans disclose only the votes of a few hundred 
different equities, other plans disclose all their votes. These funds present 
a list of companies and how relevant proxies for that company have been 
voted during a specified timeframe. In addition, one plan sometimes 
includes a note that briefly explains the rationale for their vote (e.g., why 
they withheld their vote for a certain director). Two plans, whose officials 
we met with, also disclose the number of shares that were voted on each 
proxy. 


In April 2003, a SEC rule went into effect requiring mutual funds to 
disclose, on an annual basis, a record of all proxy votes cast during the 
previous year. Mutual fund votes are required to be available on the fluid’s 
Web site or provided at no charge to shareholders upon request. Also, 
mutual funds must inform shareholders that the votes are available 
through SEC’s Web site. SEC, in its rule release on mutual fund proxy vote 


public pension plan is a pension, annuity, retirement, or similar fund or system 
maintained by a state or local government. t.hat provides a retirement benefit to the state or 
local government employee. Some of the largest pension plans in the United States such as 
the California Public Employees Retirement System and the New York City Employees 
Retirement System are public pension plans. These public plans are not governed by 
ERISA. 
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disclosure, stated tJiat the overall costs of disclosure are reasonabie.^^’ The 
experience of the plans we examined that disclose their votes indicates 
that their costs are not substantial and not a serious burden because proxy 
voting is done electronically, and voting records are required to be 
maintained. 

Some experts we interviewed argue that proxy vote disclosure can benefit 
participants by giving them information on how the plan votes proxies and 
providing an incentive to the plan fiduciary or proxy voter to vote 
appropriately. Disclosure would allow plan participants to review votes 
and raise questions as to whether votes were made appropriately. The 
knowledge that participants and beneficiaries might complain to the plan 
and to others if they believe a breach of its fiduciary duty has taken place 
may encourage fiduciaries to vote appropriately to avoid such problems. 
Some experts said that participants would be overwhelmed by the 
information and would not understand what to do with it. In addition, a 
few experts have said that it is possible that, while participants might not 
have the time or the knowledge to analyze proxy votes, an investigative 
journalist might look at votes of a certain pension plan and publicly 
discuss any possible breaches they have uncovered or notify the 
appropriate authorities if any breaches are found or are suspected. 

Proxy voting disclosure may also influence the voting behavior of 
fiduciaries, as seen in the example of one large mutual fund. As reported in 
the news, one large mutual fund voted in favor of the full slate of directors 
nominated to serve on the board of directors on 29 percent of proxy 
contests in which they voted in 2003, while in 2002 the fund had voted in 
favor of the full slate in 90 percent of the contests.® And while the fund 
had voted for 100 percent of auditor approvals in 2002, in 2003 it had voted 
for only 79 percent. Experts we interviewed said that SEC’s disclosure 
rules might have contributed to that change in behavior. Nine of 12 
respondents to our written interview support proxy vote disclosure by 


“Opponents to vote disclosure argued against the rules largely by arguing that disclosure 
would be prohibitively costly. However, in its final rule, SEC noted that several fund groups 
that currently provide disclosure of their complete proxy voting records to their 
shareholders commented that although there are start-up costs for compliance systems, 
this cost decreases over time, and that the overall costs of the disclosure are minimal. SEC 
found ai^uraents made by funds that are providing this disclosure to be particularly 
persuasive and continue to believe that the costs of disclosure are reasonable. 

^^Ken Broum, “Vai^uard Gives Corporate Chiefs A Report Card,” Wail SCreel Journal, 
November 10, 2003. pg. C.l- 
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pension plan fiduciaries and many experts we spoke with also support 
proxy vote disclosure by plans. Very few respondents and experts we 
interviewed believed that disclosure of votes would not benefit pension 
plan participants. Specifically, they cited as reasons that; (1) the costs of 
disclosure outwei^ any benefits to participants; (2) there is the potential 
for politicizing proxy voting; (3) disclosure may serve as a detriment to the 
investment manager’s investment strategy; and (4) participants lack 
interest in proxy voting. 


Some plan fiduciaries have voluntarily taken additional steps to help 
manage conflicts of interest that may lead to breaches of fiduciary duty, 
including implementing structural protections and special proxy voting 
procedures. For example, a few plans we reviewed structure their 
organization to separate those who cast votes from executives who make 
policy decisions about the plan. Some plans delegate the responsibility for 
proxy voting in a way that protects against fiduciary breaches. One public 
plan, for example, had external asset managers cast proxy votes, but 
decided to bring the proxy voting process in house to avoid having the 
plan's proxies voted on both sides of an issue. By doing ail voting 
internally, plan fiduciaries can provide better safeguards ensuring that 
votes are cast solely in the interest of participants and provide consistency 
to how votes were cast. 

In order to address concerns about conflicts of interests related to 
employer stock in pension plans, a few pension plan officials we 
interviewed said that their company stock is managed and proxies are 
voted by an independent fiduciary outside of the company, In other cases, 
some fiduciaries use independent proxy-voting firms for research and 
analysis or to cast proxy votes on their behalf. For example, officials front 
one plan that we met with told us that they use an outside proxy-voting 
firm to make the vote decision when a conflict exists. One asset manager, 
for example, did so during a contentious merger in which their Chief 
Executive Officer was a director of the acquiring company. Some 
fiduciaries we met with have an outside proxy-voter execute proxy votes 
based on their plan’s own guidelines. Other fiduciaries simply use outside 
proxy-voter firms to provide analysis and research, which the fiduciary 
may then use to help detennine how to vote, 

Outside proxy voting firms are not without their own conflicts of interest, 
however. Some proxy-voting firms have expanded to other services. One 
firm, for example, provides a service to corporations in helping design 
proxies to improve the chances that proxy issues will succeed. A conflict 
of interest would exist when the proxy-voting firm has to vote on a proxy 


Some Fiduciaries Have 
Voluntarily Taken 
Additional Steps to 
Manage Conflicts of 
Interest 
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that it helped create or when it must vote a proxy for the same company 
from which it received revenue for some other service. 

In addition to the structural protections some fiduciaries have put into 
place, some fiduciaries have implemented special procedures that are used 
when a conflict exists. For example, according to officials at one company 
we interviewed, if a proxy vote is to be cast not in accordance with the 
plan’s guidelines, then the vote is decided by the plan’s proxy committee, 
which is also required to note why the vote was inconsistent with plan 
guidelines. At other plans we reviewed, in the event that an attempt is 
made to influence a proxy vote, the plan’s executive committee makes the 
vote decision. Additionally, officials from one private plan said that when a 
material conflict of interest exists an independent third-party proxy voter 
is given the responsibility to determine how to vote, based on the plan’s 
guidelines. Furthermore, this plan has a "Material Conflict of Interest 
Form” which is filled out and signed by the voting analyst and a member of 
the plan sponsor’s proxy committee. This form includes information on 
the stock being voted, the issue being voted on, what the plan’s proxy 
voting guidelines indicate about that issue, details on the conflict of 
interest, and certification from the third-party proxy voter on how the vote 
was cast. In addition, at another plan, when a material conflict of interest 
exists during a proxy vote, the vote is reported to the president and 
general counsel of the plan sponsor. They decide how to address the 
situation, such as getting an outside vote recommendation or disclosing 
the existence of the conflict. A record of meeting notes and issues 
surrounding conflicts are maintained by the plan in case any questions 
arise. 
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The Department of 
Labor’s Related 
Enforcement Efforts 
Have Been Limited 


The Department of Labor’s enforcement of proxy voting requirements has 
been limited for several reasons. First, participant complaints about voting 
conflicts infrequent, at least in part, because votes cast by a fiduciary 
or proxy voter generally are not disclosed; therefore, participants and 
others are not likely to raise questions regarding whether a vote may not 
have been cast solely in their interest. In addition, for the department, 
ERISA presents legal challenges for bringing proxy voting cases."' 
Specifically, because of the subjective nature of fiduciary votes, it is 
difficult to obtain evidence that would prove the plan fiduciary was 
influenced by something other than the interests of participants. 
Furthermore, even if such evidence could be obtained, monetary damages 
are difficult to value and, because the department has no statutory 
authority to impose a penalty without assessing damages, fiduciary 
penalties are difficult to impose. In part, because of these challenges, but 
also because of its limited resources, DOL’s reviews of proxy voting in 
recent years have been limited. As a result, some experts we interviewed 
do not view the department as a strong enforcement agent, 


Identifying and Proving Challenges exist in the proxy voting system that limit DOL’s ability to 
Breaches in the Proxy identify breaches and to prove that a fiduciary was influenced to act 

Voting System Is Difficult contrary to the interests of plan participants. In March 2002, we reported 

® ^ that DOL enforces ERISA primarily through targeted investigations, DOL 

determines what issues it will investigate using a multifaceted 
enforcement strategy, which ranges from responding to participant and 
others’ concerns to developing large-scale projects involving a specific 
industry, plan type, or type of violation.^" DOL also uses the Annual 
Retums/Reports of Employee Benefit Plans (Form 5500 Returns) to 


^"DOL noted, however, that it filed amicus briefs in three proxy voting cases. In O'Neill y, 
Davis, 721 P’.Supp. 1013, 1015(N.D.III. 1989), a DOL amicus brief was instrumental in 
obtaining a holding that “the voting of Plan-owiied shares by the Plan’s trustees was a 
fiduciary act under ERISA, and one which the trustees were bound to exercise in the sole 
interest of die Plan participants.” DOL also filed two amicus briefs in GrindstajJ u. Green, 
133 F.3d 416 (6“’ Cir. 1998), where, over a strong dissent, the court rejected DOL’s views on 
the extent to which ERISA's fiduciary duties attach to plan fiduciaries' voting of plan 
shares. DOL officials said that they also filed a brief on the voting of plan shares and 
exercise of other shareholder rights on plans’ behalf in district court in Krause v. 
Columbia Quarry Co., 4:^CV01373 ERW (E.D, Mo.), although that case wound up being 
decided on other grounds. 

^Throughout this report, references to DOL's regular investigations refer to those 
investigations that are not specifically aimed at detailed reviews of proxy voting practices. 
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identify potential issues for investigation ” In addition, its regional 
outreach activities, while aimed primarily at educating both plan 
participants and sponsors, are used to gain participants’ help in identifying 
potential violations. 

Although DOL’s strategy includes a number of ways to target 
investigatior^, DOL officials consider information provided by plan 
participants and beneficiaries an integral starting point to developing 
many of its investigations. For instance, through information provided in 
summaiy annual reports (SAJRs), summary plan descriptions (SPDs), 
individual benefit statements, and other related reports, participants have 
access to financial and operational information regarding their pension 
plan and their accrued benefits. The information provided in these reports 
can help participants and beneficiaries monitor their plans and identify 
some warning signs that might alert them that possibly there is a problem 
warranting DOL’s attention. 

While participant complaints might be useful in targeting some DOL 
investigations, relying on participant complaints may not currently be the 
most effective way to identify potential proxy voting cases. Because of the 
current limited level of disclosure, DOL receives few complaints related to 
proxy voting, For instance, as previously mentioned, the SARs and other 
related reports provide plan financial and operational information; 
however, they do not contain proxy voting information such as voting 
guidelines and a record of how votes were cast. In addition, DOL officials 
told us that proxy votes and guidelines are disclosed to the plan and 
guidelines must be made available to participants and beneficiaries when 
requested. However, one expert explained that participants generally do 
not know to ask for this information. As such, they are not likely to raise 
questions about whether or not a vote was cast solely in their interest. 
Likewise, because proxy votes arc not publicly disclosed, complaints to 
DOL from those outside of plan participants and beneficiaries are less 
likely to occur. 

In addition to difficulties identifying potential breaches in the proxy voting 
system, difficulties proving under ERISA that a fiduciary was influenced to 
act contrary to the interests of plan participants are also a challenge for 
DOL. Because a plan fiduciary’s vote requires judgment, determining what 


Form 5500 Retums are forms that most qualified retirement plans must file annually 
with the Internal Revenue Service. 
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influenced his or her vote can be difficult. If a plan fiduciary can provide 
his or her rationale for voting a certain way — ^proving that, in his or her 
opinion, proxies were voted solely in the interest of plan participants — it is 
very difficult for DOL or others to prove otherwise. Proving a fiduciary 
breach requires evidence that the plan fiduciary was influenced in the 
voting by something other than the interests of plan participants. Certain 
information — such as existing conflicts of interest between the plan 
fiduciary and some other influential party, the plan fiduciary’s own self- 
interest, or the potential impact of certain votes, for instance — are 
important when trying to establish that such influence was acted upon. 
Absent this or similar information, leaks by informed parties — 
whistleblowers — are likely to be the only way one might prove a breach 
actually occurred. 


Monetary Damages Are 
Difficult to Value and 
Penalties Are Difficult to 
Impose 


Another challenge that DOL faces is that monetary damages are difficult to 
value and, therefore, penalties and other sanctions are difficult to impose. 
According to DOL, it is difficult to link a single proxy vote to damages to 
the plan participants. This is often the case because there are many 
economic variables that have an impact on share value. That is, underlying 
economic factors such as fiscal policy, monetary policy, unemployment, 
the threat of inflation, the global economy, and currency valuations are all 
major determinants of share value, Therefore, it is difficult to isolate the 
effect a single proxy vote may have had, Also, because of the potential for 
a vote to have a long-term rather than a short-term effect on share value, 
damages may not be immediately evident. 


In addition, while the research community and others have differing 
opinions about whether proxy votes have economic value, where it is 
believed that these votes do have a value, the determination of this value 
can be complicated. For example, in response to our written interview, 
most experts who responded to this question indicated that valuing proxy 
votes is a complex task, its difficulty dependent upon variables such as the 
issue being voted on and an entities’ governance structure. One 
respondent said that a case could possibly be made if a decline in the 
value of a company could be tied to the specific point in time when the 
plan fiduciary voted for a self-serving measure. However, the fiduciary’s 
vote would have to be significant enough to affect the outcome of the 
proxy contest. Using the Hewlett-Packard situation as an example, the 
respondent added that one cannot know what the value of Hewlett- 
Packard shares would have been if the merger had not gone through and 
thus one cannot calculate the difference between that value and the 
current value of the merged Hewlett-Packard/Compaq shares. 
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Additionally, others commented that, in the end, DeAM’s vote might not 
have affected the outcome of the proxy contest. 

With respect to penalties, unlike SEC, which has the authority to impose a 
penalty without first assessing and then securing monetary damages, DOL 
does not have such statutory authority and, as such, must assess penalties 
based on damages or, more specifically, the restoration of plan assets. " 
Under Section 5020)* ERISA provides for a mandatory penalty (1) against 
a fiduciary who breaches a fiduciary duty under, or commits a violation of, 
Part 4 of Title I of ERISA or (2) against any other person who knowingly 
participates in such a breach or violation. This penalty is equal to 20 
percent of the “applicable recovery amount," or any settlement agreed 
upon by the Secretary or ordered by a court to be paid in a judicial 
proceeding instituted by the Secretary. However, the applicable recovery 
amount cannot be delemtined if damages have not been valued. As we 
reported in 1994, this penalty can be assessed only against fiduciaries or 
knowing participants in a breach who, by court order or settlement 
agreement, restore plan assets.^' Therefore, if (1) there is no settlement 
agreement or court order or (2) someone other than a fiduciary or 
knowing participant returns plan assets, the penalty may not be assessed. 
Because DOL has never found a violation that resulted in monetary 
damages, it has never assessed a penalty or removed a fiduciary as a result 
of a proxy voting investigation. 


As a Result of Challenges, 
DOL Has Devoted Few 
Resources to Proxy Voting 
Issues 


As a result of challenges in the proxy voting system, DOL has devoted few 
resources to proxy voting over the last several years. Between 1988 and 
1996, DOL conducted tliree enforcement studies to determine the level of 
compliance witii proxy voting requirements among select fiduciaries (see 
table 1). The first of these projects was initiated in May 1988,''^ when the 
department looked at the management of plan votes from a broad range of 
investment managers, with a particular focus on certain contested issues 
considered at annual shareholders’ meetings in that year. Then in 1991, 


■*’D0L can also seek removal of a fiduciary for breaches of fiduciary duty or seek other 
sanctions. 

'^‘See U.S. General Accounting Office. Pension Plans: Slrongej- Labor ERISA Enforcement 
Should Better Protect Han Participants, GAO/HEHS-94-157 (Washington, D.C.; August 8, 
1994). 

^Current U.S. Comptroller General David M. Weiiker was the Assistant Secretary of Labor 
for the FWBA from 1987 to 1989. ITte report was issued in March 1989. 
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DOL started its second project to determine how banks were fulfilling 
their responsibilities with respect to proxy voting practice. DOL looked at 
proxy voting procedures at 75 banks, covering the application of 
procedures during tire 1989 or 1990 proxy season. Finally, during its last 
project, the depmtment once again reviewed the practices of investment 
manager — 12 in total — alongside 44 pension plans, with respect to 
corporate governance issues. It reviewed certain proxy votes at five 
annual shareholders’ meetings held in 1994 and general proxy voting 
polices and practices. According to DOL, overall the enforcement studies 
found that tiiere were improvements in proxy voting practices as \1rtually 
all plans and investment managers in the studies voted their proxies. The 
enforcement studies also found that additional improvement is needed in 
the plans’ monitoring of investment managers to ensure that proxies are 
voted in accordance with stated policies. Furthermore, they found that 
although investment managers appear to have the records to enable clients 
to review managers’ decisions on proxy voting, few plan clients actually 
review the reports that are automatically provided to them. In the 
situations in which reports are available upon request, few plans request a 
copy. Given these findings, the department has not conducted similar 
reviews in recent years to determine current levels of compliance. DOL 
officials told us that they believe that proxy voters are generally in 
compliance, that they receive few complaints in this area, and that they 
focus most of their limited resources on other priority areas, which may 
result in identifying violations that can be corrected. 
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Table 1 : Summary of the Department of Labor’s Proxy Projects 


Years Project 

1988-1989 NoH 


1991 -1992“ No. 2 


Scope 

General fiduciary compliance review of 
investment managers (iMs) with 
control over employee benefit plan 
assets subject to ERISA. 

Focused on certain contested issues 
considered at annual sharehdders’ 
meetings in 1988. 


Review of 75 banks’ proxy voting 
practices {covering the application of 
procedures during the 1989 or 1990 
proxy season only). 


Summary of findings 

Not all investment managers who voted on behalf of employee 
benefit plans were delegated the authority to vote proxies. Instead, 
many managers assumed the duty of voting as part of their overall 
responsibilities. 

Not all managers had internal decision making procedures or written 
proxy voting guidelines in place when they voted proxies, and those 
that did often had a policy to simply vote with management. 
Managers often lacked accurate recordkeeping with regard to 
whether proxies had been received and voted. 

Many banks lacked a policy that addressed the maintenance and 
retention of proxy voting records or related materials'. 

Several banks had policies to abstain from voting or not vote on 
certain issues. 


Many banks followed the “Wall Street Rule," giving the proxy to 
management of the company or selling the shares of stock. 


1 994 - 1 996 No. 3 Review of practices of 1 2 IMs and 44 
pension plans with respect to 
corporate governance issues covered 
by Interpretive Bulletin 94-2. 

Focused on certain proxy voles at five 
annual shareholders' meetings held in 
1994 and the general polices and 
practices with respect to proxy voting. 


Most plans delegated the authority to vote proxies to an IMs via 
written agreement. 

Most IMs received written proxy voting policies from their clients, but 
on an irregularly basis. 

Fourteen of 44 plans reviewed submitted proxy voting guidelines to 
their IMs; over half had no proxy guidelines; and 7 retained the 
authority to vote proxies. 

The content of the guidelines were mixed-some general, some 
quite detailed. 

All IMs tracked proxy-related items and kept written documentation 
justifying votes cast; most had written procedures to report votes to 
clients, but few did so automatically. 


Most plans did not monitor proxy voting by their IMs, about 35 
percent appeared to have performed substantive monitoring of IMs. 


Source: OOL Proxy Proieci Pepon. Marcn 2, 1969; Speech by OeviO Oeor9e Ball, Asaisiani Secretary. Pension end Welfare Beneliis 
AdminisiraBon. February 17. 1992: Proxy Projeel Report. F«)n»723. 199$. 


'Results of the second proxy project were not released in a formal report. 


DOL officials said that they typically do not conduct specific investigations 
focused on proxy voting, and they allocate few resources to this issue. 
They, instead, focus its limited resources according to their Strategic 
Enforcement Plan.'” However, proxy voting practices may be examined 


^^The primary puipose of the Strategic Enforcement Plan is to establish a general 
framework through whicir EBSA’s enforcement resources may be efficiently and effectively 
focused to achieve the agency’s policy and operational objectives. 
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during their investigations of investment managers. DOL said that its 
investment management investigative guide has steps for reviewing proxy 
voting, but the investigators have discretion whether to review proxy 
voting practices. According to DOL officials, investigators receive training 
on the general fiduciary obligations of named fiduciaries and investment 
mai\agers with respect to the voting of proxies on plan-owmed stock. 

When asked how often these reviews included the examination of proxy 
voting, DOL officials responded that this information is not tracked. 

Some plan fiduciaries and industry experts that we interviewed have 
indicated that DOL lacks visibility as an enforcement agent in this area. 

For example, some experts said that DOL’s examination of proxy voting 
practices does not seem to occur routinely and that it is not clear what 
enforcement action DOL has taken in recent years related to proxy voting. 
Additionally, others have described an environment that provides little 
incentive to do what is best for participants, indicating that fiduciaries 
have no expectation that DOL will take action should they breach their 
proxy voting responsibilities. One DOL official said that the department 
has made its position on proxy voting known and issued clear guidance on 
what is required of fiduciaries. Also, given its limited statutory authority 
and resources, the department has a strategic enforcement plan, and based 
on this plan, they place their limited resources in areas that will result in 
identifying violations that can be corrected.^ 


Conclusions 


The retirement security of pension plan participants is dependent on 
decisions made each day in the market place by pension plan fiduciaries. 
DOL guidance requires fiduciaries to cast proxy votes solely in the interest 
of plan participants and beneficiaries. While ERISA requires that voting 
guidelines be made available to participants upon request, ERISA does not 
require disclosure of proxy votes to participants and the public. Increased 
transparency of both proxy guidelines and votes could provide 
participants and others with information needed to monitor actions that 
affect retirement assets. Nor does ERISA require, as current SEC 


^*Por example, in ihe area of tender offers, the Polaroid ESOP (or NationsBank) case was a 
major enforcement action brought by DOL in a case where DOL was able to show losses to 
the plan for fiduciary breach involving a failure properly to exercise shareholder rights (in 
that case, a failure to tender shares). See Hannan v. NationsBank 'Prust Co. (Georgia) 
N.A., 126 F.3d 1354 (Il“'Cir. 1997), reh’g denied, 135 F.3d 1409 (ll''’Cir.), cert, denied, 625 
U.S. 816 (1998). Another enforcement action involring fiduciaries’ misuse of shareholder 
powers was Martin v. Feilen, 965 F.2d 660 (S'* Cir, 1992), cert, denied, 506 U.S. 1054 (1993) 
(involving, in part, failure of plan fiduciaries to bring a shareholder derivative action). 
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regulations do for mutual fund investment companies and investment 
advisere, that plans include in their guidelines language regarding what 
actions fiduciaries will take to respond to conflicts of interest. However, 
some plan fiduciaries have taken actions to manage conflicts of interest, 
including maintaining proxy voting guidelines and disclosing votes. 
Likewise, a few plan sponsors have hired independent fiduciaries to 
manage company stock in their pension plans. 

DOL’s role in enforcing ERISA's fiduciary provisions, including proxy 
voting requirements, is essential to ensuring that plan fiduciaries are 
voting solely in the interest of plan participants and beneficiaries. Yet, 
DOL has faced a number of enforcement challenges, including legal 
requirements restricting its ability to assess penalties under ERISA. 
F^iithermore, DOL officials said that the agency does not have the 
statutory authority to require plan fiduciaries to periodically and publicly 
disclose proxy votes and guidelines. SEC, because of its role in protecting 
ail investors, including those in participant-directed retirement savings 
plans, has taken steps to increase transparency in the mutual fund 
industry. DOL’s inability to take similar steps with respect to pension plan 
fiduciaries may provide inappropriate incentives for fiduciaries not to act 
solely in the interest of plan participants when voting proxies. 
Furthermore, given both DOL and SEC goals to protect plan participants 
as investors, coordination of their efforts to achieve this goal is important. 


Matters for 

Congressional 

Consideration 


If the Congress wishes to better protect the interest of plan participants 
and increase the transparency of proxy voting practices by plan 
fiduciaries, it should amend ERISA to require that plan fiduciaries 

• develop and maintain written proxy-voting guidelines; 

• include language in voting guidelines on what actions the fiduciaries 
will take in the event of a conflict of interest; and 

• given SEC’s proxy vote disclosure requirements for mutual funds, 
annually disclose votes as well as voting guidelines to plan participants, 
beneficiaries, and possibly also to the public. From a practical 
perepective, this disclosure could apply to ail votes, but at a minimum, 
it should include those votes that may affect the value of the shares in 
the plan's portfolio. Such disclosures could be made electronically on 
the applicable Website. Since many plans often use multiple fiduciaries 
for voting proxies, the plan also could provide participants and others 
directions on how voting records by the various fiduciaries could be 
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obtained. We believe that Congress should assure that participants 
have the right to request proxy voting records at least annually, 
consistent with their current right to request other plan documents. 

Congress should also consider amending ERISA to give the Secretary of 
Labor the authority to assess monetary penalties against fiduciaries for 
failure to comply with applicable requirements. 

Finally, Congress should consider amending ERISA to require that, at a 
minimum, an independent fiduciary be used when the fiduciary is required 
to cast a proxy vote on contested issues or make tender offer decisions in 
connection with company stock held in the company’s own pension plan. 
In our view, this independent fiduciary requirement would not affect votes 
by a participant in an eligible individual account plan. 


RcCOmrnendationS for Iniprove oversight and enforcement of proxy voting, we recommend 
that the Secretary of Labor direct the Assistant Secretary of EBSA to 
Executive Action increase the Department’s visibility in this area by 

• conducting another enforcement study and/or taking other appropriate 
action to more regularly assess the level of compliance by plan 
fiduciaries and external asset managers with proxy voting 
requirements. Such action should include examining votes, supporting 
analysis, and guidelines to determine whether fiduciaries are voting 
solely in the interest of participants and beneficiaries, and 

• enhancing coordination of enforcement strategies in this area with 
SEC. 


We provided a draft of this report to DOL and SEC for their review and 
comment. DOL's comments are included in appendix II; SEC did not 
provide written comments. Both agencies provided technical comments, 
which we have incorporated as appropriate. In its response to our draft 
report, DOL generally disagreed with our matters for congressional 
consideration and recommendations, saying that conflicts of interest 
affecting pension plans are not unique to proxy voting and that requiring 
independent fiduciaries and increased disclosures would increase costs 
and discowage plan formation. DOL also said that the enforcement studies 
of proxy voting practices undertaken previously by the department 
provide an adequate measure of compliance in this area and, therefore, to 
undertake new such studies, with an expectation of finding no significant 
level of noncompliance, would be an inappropriate use of resources. 


Agency Comments 
and Our Evaluation 


Page 30 


GAO-04-749 Proxy Voting 



329 


Our recommendations and matters for congressional considemtion are 
predicated on two principles: additional transparency and enhanced 
enforcement presence. We believe that disclosing pension plans’ proxy 
voting guidelines and votes makes it more likely that votes will be cast 
solely in the interest of plan participants, and that a visible enforcement 
presence by DOL helps to reinforce the public interest in this result. So 
although we agree with certain of DOL's points, we cannot agree that 
additional transparency and an enhanced enforcement presence would not 
be beneficial. Furthermore, because DOL believes that it does not have the 
authority to require proxy voting guidelines and disclosure of votes, and, 
in our view, it is important to shed more light on events such as proxy 
voting— particularly contested proxy votes— we believe Congress should 
consider amending ERISA to include such requirements. 

We acknowledge that plan fiduciaries face conflicts beyond proxy voting 
and that conflicts associated with casting a proxy vote may be no greater 
than the potential for conflicts in making other fiduciary decisions. 
However, our work and, therefore, our recommendations are focused on 
issues related to proxy voting. Furthermore, we found that DOL’s 
enforcement in this area has been limited, which may not be the case in its 
oversight of other fiduciary actions. For example, tender offer decisions 
made by fiduciaries may suffer from similar conflicts. DOL, however, has 
been able to develop investigative cases and secure positive results for 
plan participants and beneficiaries in connection with this area. However, 
DOL has not been similarly successful in developing proxy voting cases. 
Given that plan participants may be particularly vulnerable when internal 
fiduciaries vote employer stock held in the plan sponsor’s s own pension 
plan, we believe it is an appropriate safeguard to require an independent 
fiduciary be appointed to vote these proxies. We are recommending 
independent fiduciaries for certain circumstances. Furthermore, in our 
view, this independent fiduciary requirement would not affect votes by a 
participant in an eligible individual account plan. 

In disagreeing with our recommendation that Congress consider amending 
ERISA to require that an independent fiduciary be used to vote proxies for 
employer stock held in a plan sponsor’s own pension plan, DOL said that 
the Congress already considered, but did not include, an independence 
requirement for plan fiduciaries when it passed ERISA in 1974. We 
acknowledge that Congress did not require independent fiduciaries when 
it originally enacted ERISA. However, the conflicts of interest associated 
with plan holdings of company stock have received increased public 
attention in the last several years, and we believe the Congress should 
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reconsider ERISA’s current legal requirements in connection with 
company stock. 

In response to our recommendation that DOL conduct another 
enforcement study to determine the level of compliance with proxy voting 
requirements, DOL said that it has seen no evidence of a negative change 
in the level of compliance and that another proxy enforcement study 
would absorb a considerable amount of resources. Rather than conducting 
another proxy enforcement study, DOL said that it would evaluate proxy 
voting information during its investigations in the financial services area. 
As we discuss in our report, limited statutory authority and other 
challenges are obstacles to effective DOL enforcement in this area. 
Furthermore, we understand tbat DOL must balance efforts in this area 
with odier enforcement priorities. The statutory changes we have 
suggested, if enacted, may help DOL’s enforcement efforts in the future. 
Nonetheless, even with such changes, we believe that conducting reviews 
of proxy voting issues on a periodic basis is important to ensure 
compliance and increase DOL’s presence and visibility in this area. We 
acknowledge that conducting another enforcement study is just one of 
various options available to DOL to accomplish these goals and have 
altered our recommendation to be explicit on this point. However, in our 
\iew, any review in this area should go beyond simply determining 
whether fiduciaries cast proxy votes, and should include assessing 
whether plans are monitoring proxy voting practices by external 
investment managers and evaluating whether fiduciaries voted solely in 
the interest of plan participants and beneficiaries. 

Regarding our matter for congressional consideration that plan fiduciaries 
be required to disclose proxy voting guidelines and votes, at a minimum, 
to plan participants, DOL noted that appropriate plan fiduciaries are 
required to monitor proxy voting information and that proxy voting 
guidelines are available to participants upon request. DOL further said that 
requiring disclosure to the general public or even to all participants would 
significantly increase costs to plans. Recognizing that ERISA’s disclosure 
requirements are focused on plan participants and beneficiaries, not the 
general public, we modified our matter for congressional consideration to 
state that proxy guidelines and votes should at a minimum be disclosed to 
participants and beneficiaries. Our report addressed concerns about the 
potential costs of disclosing proxy voting guidelines and votes by 
suggesting that such infonnation could be made available electronically. 
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Unless you publicly announce its contents earlier, we plan no further 
distribution until 30 days after the date of this report. At that time, we will 
send copies of this report to the Secretary of Labor, the Chairman of the 
Securities and Exchange Commission, appropriate congressional 
committees, and oliier interested parties. We will also make copies 
available to others on request. In addition, the report will be available at 
no charge on GAO’s Web site at http://www.gao.gov. 

If you have any questions concerning this report, please contact me at 
(202) 512-7215 or George Scott at (202) 512-5932. See appendix III for 
other contributors to this report. 

Sincerely yours. 



Barbara D. Bovbjerg 
Director, Education, Workforce, 
and Income Security Issues 
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Appendix I: Scope and Methodology 


To determine what conflicts exist in the proxy voting system and the 
extent to which fiduciary breaches occur as a result of these conflicts, we 
interviewed officials at the Department of Labor’s Employee Benefits and 
Security Adrainistradon (DOL) and at the Securities and Exchange 
Commission (SEC). Using a standard set of questions, we conducted 
interviews with proxy voting experts, academics, economists, and 
Employee Retirement Income Security Act (ERISA) attorneys. We also 
interviewed various pro5qr voting experts which include academics, ERISA 
lawyers, indi^try experts, pension plan sponsors, asset managers, proxy 
voting firm representatives, proxy soliciting companies, and plan 
practitioners. These experts were, in part, selected from news articles 
involving abuses in the mutual fund industry, from news reports regarding 
corporate scandals such as Enron, from reported highly contested proxy 
contests, from historical articles dated back to the proxy scandals in the 
1980s and 1990s, and from recent reports in the news and SEC's Web site 
pertaining to SEC’s proxy voting disclosure proposals. Experts were also 
selected based on published research on proxy voting, based on 
discussions with plan sponsors and industry experts, congressional 
testimony, and Congressional Research Service reports. 

To determine what safeguards fiduciaries have pul in place to protect 
against breaches, we interviewed a number of public and private pension 
plan sponsors, asset managers, proxy voting firm representatives, and 
other experts. These public and private pension plans were selected for 
their promising practices based on discussions with industry experts, from 
pension industry publications and other published reports of the corporate 
governance practices of these plans. To explore the practices of internally 
managed plans, we interviewed various proxy voting experts and 
interviewed officials of the plans listed in the Pensions and Investments 
with internally managed assets. 

To determine DOL’s enforcement of proxy voting requirements, we 
interviewed officials at EBSA and reviewed DOL enforcement material and 
previously issued GAO reports on DOL’s enforcement program. 
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Appendix I: Scope aad Methodology 


Obtaining Total 
Number of Employer 
Securities Held in the 
Company’s Own 
Pension and Welfare 
Benefit Plans 


To determine the extent to which private pension plans invested in their 
own employer securities, we obtained the total value of the employer 
stock in the company’s pension and welfare benefit plans. To do so, we 
analyzed plan financial informatioti filed annually (Form 5500s) with the 
Internal Revenue Service and EBSA. The Form 5500 report is required to 
be submitted annually by the administrator or sponsor for any employee 
benefit plan subject to ERISA as well as for certain employers maintaining 
a fringe benefit plan. The report contains various schedules with 
information on the financial condition and operation of the plan. The total 
value of employer shares information is provided on either schedule H or 
schedule I depending on the number of participants covered by the plan. 
EBSA provided us with a copy of the 2001 electronic P'orm 5500 database 
for our analysis.' We assessed the reliability of these data for our purposes 
by evaluating the electronic records selected for analysis for outliers, 
duplicate records, and otherwise inappropriate values. Form 5500 records 
that did not meet our review standards were eliminated from our analysis. 


We decided to focus our analysis of companies with Form 5500 data to 
those corporations listed in the Fortune 500.® To do so, we matched each 
Fortune 500® company to their pension plans on the basis of their 
Employer Identification Numbers (ElNs).^ 

We used several methods to identify ElNs associated with each 
corporation. We started with a list of EINs for Fortune 500 companies that 
was purchased from Compustat (a database from Standard & Poore). To 


'Plan year 2001 is the most recent year for which plan-specific Fonn 5500 data were 
available for our review. 

^Fortune 500 companies are those representing the 500 largest corporations that arc based 
in the United States, ranked in order of revenues. The Fortune 500 list is released aiuiually 
in April. The rankings are based on reported revenues in corporate annual reports (lOKs) 
filed in the year leading up to January 31. 'Hierefore, only public corporations and private 
corporations Uiat voluntarily release a lOK are included. For example, the April 2004 
Fortune 500 list is based on revenues reported between Fei>ruary 1, 2003, and January 31, 
2004. 

®Not all 500 companies were included in our analysis. For example, some companies on the 
Fortune ^ privately owned and, therefore, don’t have publicly traded stock. 

Furthermore. tJiere are a handful of companies that w^ere on the Fortune 500 in 2001 but 
have since gone bankrupt, or are no longer public. This often made it difficult to find the 
appropriate data for those compsmies and when that was the case, they w'ere eliminated 
from the analysis. 

■* An BIN, known as a federal tax identification number, is a nine-digit number that the 
Interna! Revenue Service assigns to organixalions. 
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Appendix 1: Scope and Methodology 


identify the EINs for the remaining companies, we searched the lOK 
annual filing statement for each relevant company. We then searched 
those companies whose Form 5500s reported that they held their own 
employer securities at the year’s plan end year date.'' This resulted in a 
database for filing year 2001 containing the information of 490 
Form 5500 returns filed by 272 of the Fortune 500 companies. 


Obtaining the Total 
Number of Shares 
Outstanding for 
Selected Fortune 500 
Companies 


To analyze the total voting power of those 272 Fortune 500 companies on 
our list for plan year 2001, we obtained the proxy statements filed with 
SEC as form 14-A DEF for those companies. Form 14-A DEF statements 
are the final annual proxy statements sent to all shareholders of a 
corporation that detail all the issues that are to be voted on. The 
statements also list the number of shares entitled to vote on the proxy 
issues and, where applicable, the number of votes per share (e.g., some 
companies might issue different classes of preferred stock which entitle 
the owner to more than one vote per share). For each company, we 
multiplied the number of shares outstanding for each class of share by the 
number of votes entitled to that class and added up those figures for all 
classes of shares to get a reflection of total number of shareholder votes. 
We used data from the 14-A DEF statements filed as soon after the end of 
calendar year 2001, which was typically in the spring of 2002. 


Obtaining the Closing 
Price for Our Fortune 
500 Companies 


We also obtained share price data from the New York Stock Exchange’s 
(NYSE) Trade and Quote (TAQ) database. We used that database to obtain 
the closing price (the price of the last transaction of the day) on the day 
indicated as the plan end of year date from the Form 5500 for each 
company. The TAQ dat 2 ibase contains a listing of intraday transactions 
(including shares involved and the price) for all companies listed on the 
NYSE, the National Securities Dealers Stock Exchange (NASDAQ) and the 
American Stock Exchange (AMEX). To ensure the reliability of the TAQ 
price date, GAO economists previously conducted a random crosscheck of 


■^Additionally, we included tiie employer securities held by master trust investment 
accounts associated with F’ortune 600 beneftt plans. A "master trust” is a trust in which 
assets of more than one plan sponsored by a single employer or by a group of employers 
under common control are held, in such cases, a benefit plan reports the value of its 
interest in the master trust account and not any employer securities held by the master 
trust. Accordingly, we Included employer securities reported by master trusts accourxts 
held by Fortune 500 benefit plans. 


Page 36 


GAO-04-749 Proxy Voting 



335 


Appendix I: Scope and Methodology 


the TAQ data with data provided by NADAQ, Yahoo! Finance, and other 
publicly available stock data sources. 


Computing the 
Number of Voting 
Shares Held in 
Fortune 500 Company 
Pension and Welfare 
Benefit Plans 


From the 5500 data, we obtained the total value at yearend for company 
stock holdings by corporations in their pension and welfare benefit plans. 
From the TAQ database, we obtained the closing price of the stock on the 
plan yearend date. We then divided the closing price of the stock into the 
total value at yearend to get a number of voting shares held in the 
company’s pension and welf^e benefit plans.'* 

We then divided the total votes outstanding (i.e., total number of votes 
based on available classes of stock for each of our Fortune 500 
companies) by the number of votes controlled by the pension plan to 
obtain the voting power, or the percentage of votes controlled by the 
company’s pension and welfare benefit plans. 


•'We assumed that those shares held by the company and its pension plan(s) are common 
stock with one vote per share for computation of voting power. To the extent that 
assumption is inaccurate, our estimates for the voting power of plans in their own company 
might also be inaccurate. 
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Appendix II: Comments from the Department 
of Labor 


U.S. Department of Labor Assistant Secretary for 

Employee Beneftis Secorify Actministration 
Washington. OC. 20210 

July 9. 2«)4 


Barbara D. Bovbjerg 
Dtreclor, Education. Workforce, and 
Income Security Issues 
United Stales General Accounting Office 
Washington, DC 20548 

Dear Ms. Bovbjerg: 

Thank you for giving the Department of l-abor(DOL) the opportunity to offer remarks 
regard the General Accounting Office’s (GAO) draft report entitled "Pension Plans: 
Additional Transparency and Other Actions Needed in Connection with Proxy Voting" 
(GACM)4-749), This letter provides comments on the recommendations contained in the 
draft report; we have already provided technical comments directly to you an<i your staff. 

The GAO report recommends that Congress amend ERISA to require fiduciaries to 
implement proxy voting guidelines, to disclose these guidelines and proxy votes cast on 
an annua) basis, and to require the appointment of an independent fiduciary to ca.sl proxy 
voles. These recommendations appear to be predicated on the notion that proxy-voting 
issu» present unique conflict of interest concerns for ERISA fiduciaries, and that these 
potential conflicts expose plan participants and beneficiaries to significant n'sks. 

The report concludes legislative action is necessary as “conflicts of interest in proxy 
voting can occur because various business and personal relationships exist, which can 
influence a fiduciary's vole." In so concluding, however, the report overlooks the fact 
that Congress did not inc lude an independence requirement for plan fiduciaries when it 
passed ERJS.A in 1 974, and instead expressly allowed corporate olTicers and other 
persons to "wear two hats " While Congress recognized that this created the possibility 
of conflicts of interest, it addressed these possible conflicts through the high standards of 
fiduciary duly, the personal liability of fiduciaries for their decisions, (he creation of 
prohibited transactions and similar provisions. Requiring wholly independent fiduciaries 
would increase costs and discourage the formation of voluntary employee benefit plans. 
The potential for a conflict of interest in casting a proxy vote is no greater than the 
potential foraconftici of interest in making do/’cnsofoiher fiduciary decisions in an 
ERISA plan. As in those other decisions, the issue is whether the fiduciary acted m (he 
best interests of ihe panictp.ants and beneficiaries. 

Ptui of the Department’s duty to oversee ERISA plans is to monitor the exercise of 
fiduciary duties, including how fiduciaries manage potential conflicts. With respect to 
proxy voting, the Depanmcni has examined the issue on a regular basis, issued several 
forms of guidance on ERISA’s Tequiremenis. and filed amicus bnefs in several key court 
cases In addition, the Department has conducted three specific enforcement studies of 
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Appendix II: Comments the Department 
of Labor 


proxy voting practices that determined Jtduciaries generally comply with ERISA and, 
since the cwnpletion of the last study, has seen no evidence of a negative change in the 
level of compliance — indeed, industry best practices embrace proxy guidelines. The 
Department now includes steps for reviewing proxy voting in its investment management 
investigative guide and, when au:h reviews have taken place, few, if any. violations have 
been uncovered. 

The three proxy cnforcemerrt studies absortwd a considerable amount of resources, as 
would any new proxy enforcement study. Given the DOL's other pressing enforcement 
priorities, the divosion of needed resources to an enforcement study that we have no 
reason to believe will find significant non-compliance with ERISA would be an 
inai^opriaic use of resources. Understanding proxy voting practices is very important, 
bm rather than undertaking another study, the DOL will capture for further evaluation 
additional proxy vexing mfotmaiion during our investigations in the financial serv ices 
ata. 

The repOTt also ctwcludes that proxy votes and voting guidelines should be distributed to 
all participants and be released to the general public. Proxy voting information is 
required to be monitored by appropriate plan fiduciaries and proxy guidelines arc 
available to participants upon request. Requiring disclosures of proxy voting to all 
participants would significantly increase printing, mailing and administrative costs to the 
plan. Current law strikes the proper balance between cost and access by guaranteeing 
that fiduciaries monitor compliance with proxy guidelines and any participant who 
wishes to may receive copies of any guidelines upon request. 

We appreciate having had the opportunity to review and comment on this draft report. 

Sincerely, 

Arm L. Combs 
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GAO’s Mission 

The Government Accountability Office, the audit, evaluation and 
investigative arm of Congress, exists to support Congress in meeting its 
constitutional responsibilities and to help Improve the performance and 
accountability of the federal government for the American people. GAO 
examines the use of public funds; evaluates federal programs and policies; 
and provides analyses, recommendations, and other assistance to help 
Congress make informed oversight, policy, and funding decisions. GAO’s 
commitment to good government is reflected in its core values of 
accountability, integrity, and reliability. 
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GAO Reports and 
Testimony 

The fastest and easiest way to obtain copies of GAO dociunents at no cost 
is through GAO’s Web site (www.gao.gov). Each weekday, GAO posts 
newly released reports, testimony, and correspondence on its Web site. To 
have GAO e-maii you a list of newly posted products every afternoon, go to 
www.gao.gov and select "Subscribe to Updates.” 

Order by Mail or Phone 

The first copy of each printed report is free. Additional copies are $2 each. 

A check or money order should be made out to the Superintendent of 
Documents. GAO also accepts VISA and Mastercard. Orders for 100 or 
more copies mailed to a single address are discounted 25 percent. Orders 
should be sent to: 


U.S. Government Accountability Office 

44 1 G Street NW, Room LM 

Washington, D.C. 20548 


To order by Phone; Voice: (202) 512-6000 

TDD: (202) 512-2537 

Fax: (202)512-6061 
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Waste, and Abuse in 
Federal Programs 

Contact; 

Web site: www.gao.gov/fiaudnei/fraudnet.htm 
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Automated answering system: (800) 424-5454 or (202) 512-7470 
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Gloria Jarmon, Managing Director, JarmonG@gao.gov (202) 512-4400 

U.S. Government Accountability Office, 441 G Street NW, Room 7125 
Washington, D.C. 20548 
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Why GAO Did This Study 

The Financial Literacy and 
Education Improvement Act 
created, in December 2003, the 
Financial litei’acy and Education 
Commission, This statement is 
based on a report issued in 
December 2006, which re^onded 
to the act’s mandate tliat GAG 
assess the Commission’s progress 
in (I) devolcping a national 
stau.tegy; (2) developing^ Web 
and hotline; and (3) coordinating 
federal efforts and promoting 
parbierships among the federal, 
stateiiocalj nonprofit, and private 
seciam To: address these 
objeetlveSi ;GAO analyzed . 
GcaiwnissionJdocinnents, 
iiiterviev^^ed its member agencies 
andpriyate fina:icM literacy 
or^izations, and benchmarked 
the national strategy against GAO’S, 
criteila for such Strategies. 


What GAO Recommends 


In its tepoirh GAO recommended 
that the. Commission (1) 
incorporate additional elements 
: into the national strategy to help 
ineasiire results and ensure 
. atrooimtability, (2) conduct ' 
usability tests of and measure > 

; customer satisfeetion with its Web . 
site;; (8) -proyido-for an ind^endent 
reviewer to evaluate duplication 
and effectiveness of federal 
activities, and (4) expandupon^ - 
current efforts to. etdtivate^ 
sustainable partneish^s with 
nonprofit and private entities. The 
Gommi»si<m has taken steps to 
address some of these 
recommendations. 


www,gao.gGv/cgi-bin/9etrpt?GAO'07-777T. 

To view the fulf .pro<Juct, including the scope 
and methodology, ciieK on the link above. 
For moreirrfofmation,. contact Yvonne D. 

, Jones, (202) 512-S678 or}onesy@gao:gov. 


FINANCIAL LITERACY AND EDUCATION 
COMMISSION 

Further Progress Needed to Ensure an 
Effective National Strategy 


What GAO Found 

Ttie National Strategy for Finmicial Literacy serves as a useful first step in 
foci^ing attention on financial literacy, but it is largely descriptive rather 
than strategic and lacks certain key characteristics that are desirable in a 
national strategy. The strategy provides a clear purpose, scope, and 
meihodology and comprehensively identifies issues and challenges, 

However, it does not serve as a plan of action designed to achieve specific 
goals, and ils recommendations are presented as “calls to action” that 
generally describe existing initiatives and do not include plans for 
implementation. The strategy also does not fully address some of the 
desirable characteristics of an effective national strategy that GAO has 
previously identified. For example, it does not set clear and specific goals 
and performance measures or milestones, address the resources needed to 
accomplish these goals, or fully discuss appropriate roles and 
responsibilities. As a result of these factors, most organizations that GAO 
spoke with said the strategy was unlikely to have a significant impact on 
their financial liteiucy efforts. 

The Commission has developed a Web site and telephone hotline that offer 
finaiYciaJ education information provided by numerous federal agencies. The 
Web site generally serves as an effective portal to existing federal financial 
literacy sites. Use of the site has grown, and it averaged about 69,000 visits 
per month from October 2006 through March 2007. Tlie volume of calls to 
the hotline — which serves as an order line for a free tool kit of federal 
publications — ^has been limited. The Commission has not tested the Web site 
for usability or measured customer satisfaction with it; tlrese are 
recommended best practices for federal public Web sites, As a result, tiie 
Commission does not know if visitors are able to fiivd the information they 
are looking for efficiently and effectively. 

The Commission has taken steps to coordinate the financial literacy efforts 
of federal agencies and has served as a useful focal point for federd 
activities. However, coordinating federal efforts has been challenging, in part 
because the Commission must achieve consensus among 20 federal 
agencies, eacli with its own viewpoints, programs, and constituencies, and 
because of the Commission’s limited resources. A survey of overlap and 
di^lication and a reriew of the effectiveness of federal activities relied 
largely on agencies' self-assessments rather than the independent review of a 
disinterested party. The Commission has taken steps to promote 
partnerships with the nonprofit and private sectors tlirough various public 
meetings, outreach events, and other ac:tivities. The involvement of state, 
local, nonprofit, and private organizations is important in supporting and 
expanding Commission efforts to increase financial literacy, and our report 
found that the Commission could benefit from further developing mutually 
beneficial ^d lasting partnerships witii these entities that will be sustainable 
over the long terra. 
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Mr. Chairman and Members of the Committee: 

I appreciate the opportunity to be here today to discuss the federal 
government’s role in financial literacy. Ensuring that Americans have the 
knowledge and skiUs to manage their money wisely is a key element in 
improving the economic health of our nation in current and future 
generations. Financial literacy has become increasingly important in 
recent yearn due to the convergence of a number of economic, policy, and 
demographic trends. For example, workers today are increasingly 
responsible for managing their own retirement savings — yet at the same 
time, the nation’s personal saving rate has fallen dramatically over the past 
few decades, and household debt hovers at record high levels. In recent 
years, we have issued several products on the federal government’s role in 
improving financial literacy.' My statement today focuses on the Financial 
Literacy and Education Commission, which is comprised of 20 federal 
agencies and was created in 2003 by the Financial Literacy and Education 
Improvement Act.* 

Today I will discuss the Commission's progress in (1) developing an 
effective national strategy to promote financial literacy and education; (2) 
implementing its Web site, hotline, and multimedia campaign; and (3) 
coordinating federal financial literacy efforts and promoting partnerships 
among govenunent, nonprofit, and commercial organizations, This 
statement is based primarily on our December 2006 report that assessed 
the Commission’s effectiveness.’’ In preparing that report, we reviewed the 
Financial Literacy Act and analyzed relevant Commission documents, 
including the National Strategy for Financial Literacy. We assessed the 
national strategy, in part, by benchmarking it against general 


'For example, see GAO. Increasing Financial Literacy in America, GAO-07-284C(j 
(W ashington. D.C.; Dec. 1 1, 2006); GAO, Credit Reporting Literacy: Consumers 
Understood the Basics but Couid Benefit from Targeted Educational Efforts, GAO-05-223 
(Washm^n, D.C.; Mar. 16, 2005); GAO, Highlights of a GAO Forum: The Federal 
Goi>emment's Role in Improving Financial Literacy, GAO-05-93SP (Washington, D.C.; 
Nov. 15. 2004). 

*TitIe V of the Fairand Accurate Credit Transactions Act of 2003, Pub. L, No. 108-159, Title 
V. 117 Srat- 2003 (Dec. 4, 2003) {codified ai 20 U.S.C. §§ 9701-08). Hereafter, this statement 
refers to the Financial Uteracy and Education Improvement Act as the “Financial Literacy 
Act.” TTie act also mandated that we assess the Commission's effectiveness in promoting 
financial literacy and education. Our December 2006 report fulfilled that mandate. 

^GAO, Financial Literacy and. Education Commission: Further Progress Needed to 
Ensxire an Effective National Stmtegy, QAQ-iil-lQi) (Washington, D.C.; Dec. 4, 2006), 
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characteristics of an effective national strategy we have identified in prior 
work. We interviewed representatives of all 20 federal agencies that are 
members of tlie Commission as well as representatives of nonfederal 
organizations that address issues of financial literacy. We also gathered 
and analj^ed data on the content and usage of the Commission’s Web site, 
telephone hotline, and publication tool kit. We conducted our work from 
January 2006 through November 2006 in accordance with generally 
accepted government auditing standards. 

In summary: 

• The National Strategy for Financial Literacy serves as a useful first step in 
focusing attention on financial literacy, but it is largely descriptive rather 
than strategic and lacks certain key characteristics that are desirable in a 
national strategy. While the strategy comprehensively identifies issues and 
challenges related to financial literacy, its recommendations are presented 
as “calls to action" that generjdly describe existing initiatives and do not 
include plans for implementation. Further, the strategy only partially 
addresses some of the characteristics we previously have identified as 
desirable for any effective national strategy. For example, although it 
provides a clear purpose, scope, and methodology, it does not go far 
enough to establish specific goals and performance measures or 
milestones; discuss the resources that would be needed to implement the 
strategy; or discuss, assign, or recommend roles and responsibilities for 
achieving its mission. As a result, most federal and nonfederal agencies we 
interviewed said that the national strategy was unlikely to have a 
significant impact on their financial literacy and education efforts. Our 
report recommended that Uie Commission incorporate additional 
elements into the national strategy to help measure results and ensure 
accountability. In commenting on our report, the Department of the 
Treasury (Treasury), in its capacity as chair of the Commission, noted that 
the national strategy was the nation’s first such effort, and said its calls to 
action were appropriately substantive and concrete. 

• The Commission has developed a Web site and telephone hotline that 
offers financial education infonnation from numerous federal agencies. 
The site serves as a portal to other federal financial education sites, and 
representatives of financial literacy organizations generally told us that the 
site served its purpose effectively. Use of the site has been growing, and it 
averaged about 69,000 visits monthly from October 2006 through March 
2007. The volume of calls to the hotline — which acts as an order line for 
free publications — has been limited. For example, it received 526 calls in 
March 2007. The Commission has not yet implemented some best 
practices recommended for federal public Web sites, such as testing its 


Page 2 


GAO-07-777T 



344 


site for usability and measuring customer satisfaction. As a result, the 
Commission does not know if visitors can readily find the information for 
which they are looking. Our report recommended that the Commission 
conduct usability tests of and measure customer satisfaction with its Web 
site, which the Commission said it will do by the second quarter of 2009. 

To fulfill a Financial literacy Act requirement that the Treasury 
Department develop a pilot national public service campaign for financial 
literacy and education, the department has contracted with the 
Advertising Council to create a campaign designed to improve credit 
literacy among young people. The campaign, which is scheduled to be 
distributed to media outlets in the third quarter of 2007, w^ill also promote 
the Commission's Web site and telephone hotline. 

• The Commission has played a role in coordinating federal agencies’ 

financial literacy efforts and promoting public-private partnerships but has 
faced several challenges in these areas. The Commission serves as a single 
focal point for federal agencies to come together on the issue of financial 
literacy, and several calls to action in the Commission’s national strategy 
involve interagency efforts. However, coordinating federal efforts has been 
challenging, in part because the Commission must achieve consensus 
among 20 federal agencies, each with its ov^m viewpoints, programs, and 
constituencies, and because of the Commission's limited resources. 
Further, the Commission’s survey of overlap and duplication and its 
review of the effectiveness of federal activities relied largely on agencies’ 
self-assessments rather than the independent review of a disinterested 
party. The Commission has taken some steps to promote partnerships 
with the nonprofit and private sectors through various public meetings, 
outreach events, and other activities, but the impact of these steps is 
unclear. Our report recommended that the Commission expand its current 
efforts to cultivate sustainable partnerships with nonprofit and private 
entities. We aiso reconunended that the Commission provide for an 
independent third party to review for duplication in federal programs and 
evaluate the effectiveness of federal activities, Since our report was 
issued, the Commission has identified several steps it is taking or plans to 
take to address these recommendations, including plans for independent 
third-party assessments. 


Background 


According to the Financial Literacy Act, the purpose of the Financial 
Literacy and Education Commission is to improve financial literacy and 
education through the development of a national strategy to promote 
them. The act defines the composition of the Commission — the Secretary 
of the Treasury and the heads of 19 other federal departments and 
agencies — and allowrs the President to appoint up to five additional 
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members.* The Commission must hold one public meeting at least every 4 
months. It held its firet meeting in January 2004 and nine subsequent 
meetings, most recently in January 2007. 

The act requires the Commission to undertake certain activities, including 
(1) developing a national strategy to promote financial literacy and 
education for all Americans; (2) establishing a financial education Web site 
to provide information about federal financial literacy education programs 
and grants; (3) establishing a toll-free hotline; (4) identifying areas of 
overlap and duplication among federal activities and coordinating federal 
efforts to implement the national strategy; (5) assessing the availability, 
utilization, and impact of federal financial literacy and education 
materials; and (6) promoting partnerships among federal, state, and local 
governments, nonprofit organizations, and private enterprises. The act 
requires that the national strategy be reviewed and modified as deemed 
necessary at least once a year. It also requires the Secretary of the 
Treasury to develop, implement, and conduct a pilot national public 
service multimedia campaign to enhance the state of financial literacy and 
education in the United States. 

The Treasury Department’s Office of Financial Education provides 
primary support to the Commission and coordinates its efforts. As of April 
2007, the office had assigned the equivalent of about 3 full-time 
professional staff to handle work related to the Commission and in the 
past also has received assistance from staff detailed from other federal 
agencies. The Commission has no independent budget. The act authorized 
appropriations to the Commission of amounts necessary to carry out its 
work, and for fiscal year 2005 Congress specified that $2 million should be 
used for the development and implementation of the national strategy. 


*Under the act, the agencies represented on the Commission are the Departments of 
Agriculture, Defense, Kducation. Health and Human Services, Housing and Urban 
Development, Labor, Treasury, and Veterans Affairs; the Board of Governors of the Federal 
Reserve System; the Office of the Comptroller of the Currency; the Office of Thrift 
Supervision; the F'ederal Deposit Insurance Corporation; the National Credit Union 
Administration; the Securities and Exchange Commission; the Federal Trade Commission; 
the General Services Administration; the Small Business Administration; the Social 
Security Administration: the Commodity Futures Trading Commission; and the Office of 
Personnel Management. As of April 2007, the IVesident had not appointed any additional 
members. 
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The National Strategy 
Is Descriptive Rather 
Than Strategic, 
Limiting Its Value in 
Guiding the Nation’s 
Financial Literacy 
Efforts 


To develop the National Strategy for Financial Literacy, the Commission 
formed a national strategy working group of 13 member agencies, issued a 
call for public comment in the Federal Register, and held six public 
meetings^ — five organized around the commercial, government, nonprofit, 
education, and banking sectore and one for individual consumers. ' 
Although the Financial Literacy Act required the Commission to adopt the 
strategy within 18 months of enactment, or June 2005, the strategy was not 
publicly released until April 2006.® The Commission sought unanimous 
consent on the national strategy, and Commission members told us that 
the Treasury Department faced a significant challenge in trying to get 20 
federal agencies — each with its own mission and point of view — to 
unanimously agree to a strategy. A particular source of disagreement 
involved whether nonfederal entities should be cited by name as 
illustrative examples in the strategy. The Commission ultimately agreed 
that it would not name these organizations in the national strategy, but cite 
them in a separate document issued by Treasury, called the Quick 
Reference Guide to the strategy.' 


The content of the National Strategy for Financial Literacy largely consists 
of a comprehensive overview of issues related to financial literacy and 
examples of ongoing initiatives. It describes many m^or problems and 
challenges that relate to financial literacy in the United States, identifies 
key subject matter areas and target populations, and describes what it 
believes to be illustrations of potentially effective practices in financial 
education across a broad spectrum of subjects and sectors. As such, the 
strategy represents a useful first step in laying out key issues and 
highlighting the need for improved financial literacy. At the same time, as 
some representatives of the Commission told us, the strategy is 
fundamentally descriptive rather than strategic. It provides information on 


^Financial Literacy and Education Commission, Taking O wnership of the Future: The 
National Strategy for Financial Literacy (Washington, D.C.: April 2006). 

“The Financial Literacy Act required the National Strategy for Financial Literacy to be 
provided to Congress as part of a report issued by the Commission called the “Strategy for 
Assuring Financial Empowerment." U.S. Department of the Treasury, Strategy for 
Assuring FinancicU Empowerment (Washington, D.C. : Apr. 3, 2006). That report also 
contained other elements required by the act, including a survey at\d assessment of certain 
federal financial education materials and information on the activities and future plans of 
the Conunission. 20 U.S.C. § 9703 (fi)(2). 

’U.S. Department of the TYeasury, Quick Reference Guide to the National Strategy for 
Financial Literacy (Washington, D.C.; Apr, 4, 2006), 
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disparate issues and initiatives but is limited in presenting a long-term plan 
of action for achieving its goal. 

Most notably, the strategy’s recommendations are presented as “calls to 
action,” defined as concrete steps that should be taken for improving 
financial literacy and education. Sixteen of these 26 calls to action are 
addressed to federal entities, 5 to private or nonprofit organizations, and 5 
to the public. However, many of these calls to action Eire very general and 
do not discus an Implementation strategy, and others describe initiatives 
that already exist. For example, one call to action states, “Investors should 
take advantage of the wealth of high quality, neutral, and unbiased 
infomiation offered free of charge," but does not lay out a plan for helping 
ensure that investors will do so. 

We have previously identified a set of desirable characteristics for any 
effective national strategy.* While national strategies are not required to 
contain a single, consistent set of attributes, we found six characteristics 
that can offer policymakers and implementing agencies a management 
tool to help ensure accountability and more effective results. As shown in 
the tabic below, we found that the National Strategy for Financial Literacy 
generally addresses the first of these characteristics and partially 
addresses the other five. 


Table 1: Extent the National Strategy for Financial Literacy Addresses GAO's 
Desirable Characteristics of an Effective National Strategy 

Desirable characteristic 

Generally 

addresses 

Partially 

addresses 

Does not 
address 

Clear purpose, scope, and methodology 

X 



Detailed discussion ot problems and risks 


X 


Desired goals, objectives, activities, and 
performance measures 


X 


Description of future costs and resources 
needed 


X 


Organizational rotes, responsibilihes, and 
coordination 


X 


Description of integration wittt other entities 


X 


Souic»' GAO anatysis oi me Naiiontf Sitategy for Financial liieiacy 


*GAO, CombaUng Terrorism: ErxUmxtion of Selected Chamclerislics in National 
Slraleffies Related to Tenvrism, G.A04M-4(KST (Washington, D.C.; 3, 2004), 
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The six characteristics we considered follow: 

• Clear fhtrpose, Scope, and Methodology. An effective strategy describes 
why the strategy was produced, the scope of its coverage, and how it was 
developed. The National Strategy for Financial Literacy generally 
addresses this characteristic. For example, it cites the legislative mandate 
that required the strategy, the overall purpose, and subsidiary goals such 
as making it easier for consumers to access financial education materials. 
At the time of our review, the strategy did not specifically define “financial 
literacy” or "financial education" and we noted that doing so could provide 
additional benefit in helping define the scope of the Commission’s work. 

In its April 2(K)7 report to Congress, the Commission provided definitions 
of these terms that it said would guide its work.® 

• Detailed Discussion of Problems and Risks. A strategy with this 
characteristic provides a detailed discussion or definition of the problems 
the strategy intends to address, their causes, and the risks of not 
addressing them. Based on our review, the National Strategy for Financial 
Literacy partially addresses this characteristic. It identifies specific 
problems that indicate a need for improved financial literacy and often 
discusses the causes of these problems. However, it might benefit further 
from a fuller discussion of the long-term risks — to the well-being of 
individuals, families, and the broader national economy — that may be 
associated vrith poor financial literacy. As w^e have reported in tlie past, a 
clear understanding of our nation’s overall financial condition and fiscal 
outlook is an indispensable part of true financial literacy.’® Due to current 
demographic trends, rising health care costs, and other factors, the nation 
faces the possibility of decades of mounting debt, which left unchecked 
will threaten our economic security and adversely affect the quality of life 
available to future generations." One element of financial literacy is 
ensuring that Americans are aware of these potential developments in 
planning for their own financial futures since, for example, we can no 
longer assume that current federal entitlement programs will continue 
indefinitely in their present form. 


®U.S. Department of the TYeasury, Strategy for Assuring Financial Empowerment 
(Washington, D.C.; April 2007). 

’®GA()-05-9:BP. pp. 2-3. 

"For example, see GAO, The Nation's Long-Term Fiscal Outlook: September 2006 Update, 
GAO-0()-1077R (Washir^on, D.C.: Sept. 15, 2006). 
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• Desired Goals, Objectives, Activities and Performance Measures. The 
National Strategy for Financial Literacy partially addresses this 
characteristic, which deals not only with developing goals and strategies 
to achieve them, but also the milestones and outcome measures needed to 
gauge results. The strategy does identify key strategic areas and includes 
26 calls to action that, although often lacking detail, provide a picture of 
the types of activities the strategy recommends. However, in general, the 
strategy neither sets clear and specific goals and objectives, nor does it set 
priorities or performance measures for assessing progress. Several 
stakeholders in the financial literacy community that we spoke with noted 
that the strategy would have been more useful if it had set specific 
performance measures. The Commission might also hav’^e set measurable 
goals for changing consumer behavior, such as seeking to reduce the 
number of Americans without bank accounts or increase the number 
saving for their retirement to a specified figure in the next 5 or 10 years. 
Without performance measures or other evaluation mechanisms, the 
strategy lacks the means to measure progress and hold relevant players 
accountable. 

• Description of Future Costs and Resources Needed. Effective national 
strategies should include discussions of cost, the sources and types of 
resources needed, and where those resources should be targeted. The 
National Strategy for Financial Literacy discusses, in general terms, the 
resources that are available from different sectors and its Quick Reference 
Guide provides a list of specific organizations, However, the strategy does 
not address fundamental questions about the level and type of resources 
that are needed to implement the national strategy. The strategy does little 
to acknowledge or discuss how funding limitations could be a challenge to 
improving financial literacy and offers little detail on how existing 
resources could best be leveraged. Neither does it provide cost estimates 
nor does it discuss specifically where resources should be targeted, For 
example, it does not identify the sectors or populations most in need of 
additional resources. The strategy also might have included more 
discussion of how various “tools of government” such as regulation, 
standards, and tax incentives might be used to stimulate nonfederai 
organizations to use their unique resources to implement the strategy. 
Without a clear description of resource needs, policymakers lack 
information helpful in eiUocating resources and directing the strategy’s 
implementation. 

• Organizational Roles, Responsibilities, and Coordination. Effective 
national strategies delineate which organizations will implement the 
strategy and describe their roles and responsibilities, as well as 
mechanisms for coordinating their efforts. The National Strategy for 
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Financial Literacy partially addresses these issues. For example, it 
discusses the involvement of various governmental and nongovernmental 
sectors in financial education and identifies in its calls to action which 
agencies will or should undertake certain tasks or initiatives. However, the 
strate^ is not specific about roles and responsibilities and does not 
recommend changes in the roles of individual federal agencies. Addressing 
these issues more fiilly is important given our prior work that discussed 
the appropriate federal role in financial literacy in relation to other entities 
and the potential need to streamline federal efforts in this area.'^ In 
addition, the strategy is limited in identifying or promoting specific 
processes for coordination and collaboration between sectors and 
organizations. 

• Description of Integration with Other Entities. This characteristic 

addresses how a national strategy relates to other federal strategies’ goals, 
objectives, and activities. The National Strategy for Financial Literacy does 
identify and describe a few plans and initiatives of entities in the federal 
and private sectors, and it includes a chapter describing approaches within 
other nations and international efforts to improve financial education. 
However, the strategy is limited in identifying linkages with these 
initiatives, and it does not address how it might integrate with the 
overarching plans and strategies of these state, local, and private-sector 
entities. 

Because the National Strategy for Financial Literacy is more of a 
description of the current state of affairs than an action plan for the future, 
its effect on public and private entities that conduct financial education 
may be limited. We asked several major financial literacy organizations 
how the national strategy would affect their own plans and activities, and 
the meyority said it would have no impact at all. Similarly, few federal 
agencies with which we spoke could identify ways in which the national 
strategy was guiding their work on financial literacy. Most characterized 
the strategy as a description of their existing efforts. 

Our report recommended that the Secretary of the Treasury, in concert 
with other agency representatives of the Financial Literacy and Education 
Commission, incorporate into the national strategy (1) a concrete 
definition for financial literacy and education to help define the scope of 
the Commission’s work; (2) clear and specific goals and performance 
measures that would serve as indicators of the nation’s progress in 


’^(JAO-05-9iiSP. pp. 5-8. 
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improving financial literacy and benchmarks for the Commission; (3) 
actions needed to accomplish these goals, so that the strategy serves as a 
tnie implementation plan; (4) a description of the resources required to 
help polic 3 anakere allocate resources and direct implementation of the 
strate^; and (5) a discussion of appropriate roles and responsibilities for 
federal agencies and others, to help promote a coordinated and efficient 
effort. In commenting on our report, Treasury, in its capacity as chair of 
the Commission, noted that the National Strategy for Financial Literacy 
was the nation’s finst such effort and, as such, was designed to be a 
blueprint that provides general direction while allowing diverse entities 
the flexibility to participate in enhancing financial education. The 
department said that the strategy’s calls to action are appropriately 
substantive and concrete — setting out specific issues for discussion, 
conferences to be convened, key constituencies, and which Commission 
members should be responsible for each task. As noted earlier, in its April 
2007 report to Congress, the Commission provided definitions for 
“financial literacy” and “financial education” to help guide its work. We 
acknowledge that the national strategy represents the nation’s first such 
effort, but continue to believe that future iterations of the strategy would 
benefit from inclusion of the characteristics cited in our report. 


Web Site and 
Telephone Hotline 
Offer Financial 
Education 
Information from 
Federal Agencies 


The Financial Literacy Act required the Commission to establish and 
maintain a Web site to serve as a clearinghouse and provide a coordinated 
point of entry for information about federal financial literacy and 
education programs, grants, and materials. With minor exceptions, the 
Commission did not create original content for its Web site, which it called 
My Money. Instead, the site serves as a portal that consists largely of links 
to financial literacy and education Web sites maintained by Commission 
member agencies. According to Treasury representatives, the English- 
language version of the My Money site had more than 290 links as of April 
2007, organized around 12 topics. A section on federal financial education 
grants was added to the site in October 2006, which includes links to four 


'ri'he topic areas are Budgeting and Taxes; Credit; Financial Planning; Home Ownership; 
Kids; Paying for Education; I^iv-acy, FYaud and Scams; Responding to Life Events; 
Retirement Planning; Saving and Investing; Starting a Small Business; and Rnancial 
Education (Jrants. 
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grant programs.'^ Many representatives of private and nonprofit financial 
literacy initiatives and oi^anizations with whom we spoke were generally 
satisfied with the Web site, saying that it provided a clear and useful portal 
for consumers to federal financial education materials. 

From its inception in- October 2004 through March 2007, the My Money 
Web site received approximately 1,454,000 visits.'" The site received an 
average of 35,0(W visits per month during the first 6 months after its 
introduction in October 2004. Use of the site has increased since that time 
and reached 78,000 visits in April 2006, when the Commission and the Web 
site received publicity associated with the release of the nationed strategy. 
From October 2006 through March 2007, the site averaged about 69,000 
visits per month. The number of visits to the My Money Web site has been 
roughly comparable to some recently launched private Web sites that 
pro\’ide financial education. Some representatives of financial literacy 
organizations with whom we spoke said the Commission should do more 
to promote public awareness of the Web site. Commission representatives, 
however, noted to us several steps that have been taken to promote the 
site, including, for example, a promotional effort in April 2006 that printed 
the My Money Web address on envelopes containing federal benefits and 
tax refunds. 


“The Rnancial Literacy Act required that the Web site offer information on all federal 
grams to promote financial literacy and education, and on how to target, apply for, and 
receive such grants, 20 U.S.C. § 9703(b)(2)(C). The four federal grant programs cited on the 
Web site as of April 2007 were the Department of Education's Excellence in Economic 
Education program, Department of Health and Human Services’ Assets for Independence 
program. Department of Housing and Urban Development’s Housing Counseling program, 
and National Credit Union Administration’s Comnmnity Development Revolving Loan Fund 
program. 

*^A “vtsit" is defined as all the activity of one visitor to a Web site within a specified period, 
usually 30 minutes. Because federal government Web sites are generally prohibited from 
using “cookies" (small files stored on a visitor’s computer that can contain identifying 
information about the visitor), the number of unique visitors to the My Money Web site 
cannot be counted. Thus, data on total number of visits do not represent the number of 
users who have visited the Web site because some users may visit the site multiple times. 
According to a GSA official, because unique visitors cannot be counted, the best nieasure 
of the Web site’s usage is number of visits. 

‘"For example, in fiscM year 2006, the My Money Web site received approximately 628,000 
visits. During that sante time period, the Employee Benefit Research Institute’s “Choose to 
Save” Web site, the American institute of Certified Public Accountant’ “360 Degrees of 
Financial Uteracy" Web site, and the National Endovrment for Financial Education’s 
“Smart about Money" Web site received, respectively, 1,538,000, 437,000, and 229,000 visits. 
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However, the Commi^ion lias not yet conducted usability tests or 
measured customer satisfaction for the My Money Web site. The federal 
government’s Web Managers Advisory Council provides guidance to help 
federal Web managers implement recommendations and best practices for 
their federal sites.*' The council recommends testing usability and 
measuring customer satisfaction to help identify improvements and ensure 
that consumers can navigate the sites efficiently and effectively. 
Representatives of the General Services Administration (GSA), which 
operates the site, acknowledged that these steps are standard best 
practices that would be useful in improving the site. They said they had 
not yet done so due to competing priorities and a lack of funding.** 

Without usability testing or measures of customer satisfaction, the 
Commission does not know whether the Web site’s content is organized in 
a manner that makes sense to the public, or whether the site’s visitors can 
readily find the information for which they are looking. 

Our report recommended that the Commission (1) conduct usability 
testing to measure the quality of visitors' experience with the site; and (2) 
measure customer satisfaction with the site, using whatever tools deemed 
appropriate, such as online surveys, focus groups, or e-mail feedback. In 
its April 2007 report to Congress, the Commission said it would conduct 
usability testing of, and measure customer satisfaction with, its Web site 
by the second quarter of 2009. 

In addition to a Web site, the Financial Literacy Act also required that the 
Commission establish a toll-free telephone number for members of the 
public seeking infonnation related to financial literacy.'** The Commission 
launched the telephone hotline, 1-888-My Money, simultaneously with the 
My Money Web site in October 2004. The hotline supports both English- 


’^The Web Managers Advisory Council is an interagency group of about 40 senior Web 
managers from eveiy cabinet-level agency, several independent agencies, and the judicial 
and le^sl^ve branches. In 2004, the council recommended policies and guidelines for ail 
federal public Web sites. See; Interagency Committee on Government Information, 
Recommended Policies and Guidelines for Federal- Public Websites, submitted to the 
Office of Management and Budget (Washin^on, D.C.; June 9, 2004), 

‘^According to a usability specialist from GSA. it might cost roughly $10,000 to $15,000 for a 
basic usability study with eight participants and recommendations for redesign of the site. 
Repi^entatives of the Department of Health and Human Services told us it might be able 
to offer the Commission use of its Web testing lab at no charge, whicli would reduce the 
cost of usability testing. 

'*’20 U.S.C. § 97{S(c). 
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and Spanish-speaking callers. A private contractor operates the hotline’s 
call center and GSA’s Federal Citizen Information Center overeees the 
operation and covers its cost. According to GSA, the cost of providing 
telephone service for the hotline was about $28,000 in fiscal year 2006. The 
hotline serves as an order line for obtaining a free financial literacy “tool 
kit" — pamphlets and booklets from various federal agencies on topics 
such as saving and investing, deposit insurance, and Social Security. The 
tool kit is available in English and Spanish versions, and consumers can 
also order it via the My Money Web site. The volume of calls to the My 
Money telephone hotline has been limited — 526 calls in March 2007 and an 
average of about 200 calls per month between February 2005 and Febniary 
2006. 

As part of the national strategy, the Financial Literacy Act required the 
Secretary of the Treasury to develop, implement, and conduct a pilot 
national public service multimedia campaign to enhance the state of 
financial literacy in the United States.*’ The department chose to focus the 
multimedia campaign on credit literacy among young adults. It contracted 
with the Advertising Council to develop and implement the multimedia 
campaign, which is expected to be advertised — using donated air time and 
print space — on television and radio, in print, and online.*' According to 
the Commission’s April 2007 report to Congress, the launch of the 
campaign is scheduled for the third quarter of 2007. 


The Commission Has 
Taken Steps to 
Coordinate Federal 
Agencies’ Efforts and 
Promote Partnerships 
but Faces Challenges 


The Financial Literacy Act required that the Commission develop a plan to 
improve coordination of federal financial literacy and education acti'vities 
and identify areas of overlap and duplication in these activities. The 
Commission created a single focal point for federal agencies to come 
together on the issue of financial literacy and education. Some 
Commission members told us that its meetings — including formal public, 
working group, and subcommittee meetings — have helped foster 
interagency communication and information sharing that had previously 
been lacking. In addition, the Commission’s Web site, hotline, and tool kit 
have helped centralize federal financial education resources for 
consumers. Further, the national strategy includes a chapter on federal 


*“20 U.S.C- § 8707. 

*‘The Ath’ertising CouncU (commonly known as the Ad Council) is a private, nonprofit 
organization that i»oduces, distributes, and promotes public service campaigns on behalf 
of nonprofit organizations and government agencies. 
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inter^ency coordination and several of the strategy’s calls to action 
involve interagency efforts, including joint conferences and other 
initiatives. 

However, the Commission has faced several challenges in coordinating the 
efforts of the 20 federal agencies that form the Commission. Each of the 
Commission’s participating federal agencies has different missions and 
responsibilities and thus different perspectives and points of view on 
issues of financial literacy. The agencies also differ in their levels of 
responsibility for and expertise on financial literacy and education. 
Further, because agencies tend to be protective of their resources, it might 
be very difficult to recommend eliminating individual agencies’ programs. 
Moreover, the Commission’s ability to coordinate such major structural 
change, if it chose to do so, would be constrained by its limited resources 
in terms of staff and funding. In addition, the Commission has no legal 
authority to compel an agency to take any action, but instead must work 
through collaboration and consensus. Given these various constraints, a 
Treasury official told us that the Commission saw its role as improving 
interagency communication and coordination rather than consolidating 
federal financial education programs or fundamentally changing the 
existing federal structure. 

To meet a requirement of the Financial Literacy Act that the Commission 
identify and propose means of eliminating areas of overlap and 
duplication, the Commission asked federal agencies to provide 
information about their financial literacy activities. After reviewing these 
resources, the Commission said it found minimal overlap and duplication 
among federal financial literacy programs and did not propose the 
elimination of any federal activities. Similarly, to meet a requirement of the 
act that it assess the availability, utilization, and impact of federal financial 
literacy materials, the Commission asked each agency to evaluate tlie 
effectiveness of its own materials and programs — and reported that each 
agency deemed its programs and resources to be effective and worthy of 
continuance. 

In both cases, we believe that the process lacked the benefit of 
independent assessment by a disinterested party. Our report 
recommended that the Secretary of the Treasury, in conjunction with the 
Commission, provide for an independent third party to carry out the 
review of duplication and overlap among federal financial literacy 
activities as well as the review of the availability, utilization, and impact of 
federal financial literacy materials. In response to these recommendations, 
the Commission reported In its April 2007 report to Congress that it would 
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identify an independent party to conduct assessments on both of these 
matters, with the first series of independent assessments to be completed 
in 2009. 

The Financial Literacy Act also charged the Commission with promoting 
partnerships between federal agencies and state and local governments, 
nonprofit organiz^ions, and private enterprises. Partnerships between 
federal agencies and private sector organizations are widely seen as 
essential to making the most efficient use of scarce resources, facilitating 
t!\e sharing of best practices among different organizations, and helping 
the federal government reach targeted populations via community-based 
organizations.^ Treasury officials have cited several steps the Commission 
has taken to promote such partnerships. These have included calls to 
action in the Commission’s national strategy that encouraged partnerships; 
community outreach and events coordinated by Treasury and other 
agencies; and public meetings designed to gather input on the national 
strategy from various stakeholders. In general, the private and nonprofit 
financial literacy organizations with which we spoke smd that these steps 
had been useful, but that their relationships with federal agencies and 
other entities have changed little overall as a result of the Commission. 
Several private and nonprofit national organizations have extensive 
networks that they have developed at the community level across the 
country, and some of these organizations suggested the Commission could 
do more to mobilize these resources as part of a national effort. Some 
stakeholders told us they also felt the Commission could do more to 
involve state and local governments. Greater collaboration by the 
Commission with state and local governments may be particularly 
important given the critical role that school districts can play in improving 
financi8il literacy. The Commission might consider how the federal 
government can influence or incentivize states or school districts to 
include financial education in school curriculums, which many experts 
believe is key to improving the nation’s financial literacy. 

Given the wide array of state, local, nonprofit, and private organizations 
providing financial literacy programs, the involvement of the nonfederai 
sectors is important in supporting and expanding Commission efforts to 
increase financial literacy. Thus far, the Commission has taken some 


^For example, see (JA(M)5-S6SP. pp. 6-8. By “partnerships,” we refer to shared, or joint, 
responsibilities between organizations from the public and private sectors where there is 
otherwise no clear or established hierarchy of lead and support functions. 
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helpful steps to promote partnerships, consisting mainly of outreach and 
publicity. As the Commission continues to implement its strategy, we 
believe it could benefit from further developing mutually beneficial and 
lasting partnerships with nonprofit and private entities that will be 
sustainable over the long term. Our report recommended that the 
Commission consider ways to expand upon current efforts to cultivate 
sustainable pmtnerships with nonprofit and private entities. As part of 
these efforts, we recommended that the Commission consider additional 
ways that federal agencies could coordinate their efforts with those of 
private organizations that have wide networks of resources at the 
community level, as well as explore additional ways that the federal 
government might encourage and facilitate the efforts of state and local 
governments to improve finmicial literacy. In commenting on our report, 
Treasury noted that it had a long history of partnerships with nonfederal 
entities and would consult with the Commission about how to work more 
closely with the types of organizations described in our report. On April 
17, 2007, the Commission held the inaugural meeting of the National 
Financial Education Network, which it said was intended to create an 
open dialogue and advance financial education at the state and local level. 


In conclusion, in the relatively short period since its creation, the 
Commission has played a helpful role by serving as a focal point for 
federal efforts and making financial literacy a more prominent issue 
among the media, policymakers, and consumers. We recognize the 
significant challenges confronting the Commission — most notably, the 
inherent difficulty of coordinating the efforts of 20 federal agencies. Given 
the small number of staff devoted to operating the Commission and the 
limited funding it was provided to conduct any new initiatives, we believe 
early efforts undertaken by the Commission represent some positive first 
steps. At the same time, more progress is needed if we expect the 
CommiSvSion to have a meaningful impact on improving the nation’s 
financial literacy. 


Mr. Chairman, this concludes my prepared statement. I would be happy to 
answer any questions at this time. 
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United States General Accounting Office 
Washington, DC 20548 


February 27, 2004 


The Honorable Richard J. Durbin 
Ranking Member 

Subcommittee on Oversight of Government Management, the 
Federal Workforce, and the District of Columbia 
Committee on Governmental Affairs 
United States Senate 

Subject: Military Personnel: Bankruptcy Filings among Active Duly Service 
Members 

A declaration of bankruptcy is an extreme example of the failure to manage personal 
finances. Debtors who file personal bankruptcy petitions usually file under chapter 7 
or chapter 13 of the bankruptcy code.' Genertilly, debtors who file under chapter 7 of 
the bankruptcy code seek a discharge of all their eligible dischargeable debts.* 
Debtors who file under chapter 13 submit a repayment plan, which must be 
confirmed by the bankruptcy court, for paying all or a portion of their debts over a 3- 
year period unless, for cause, the court approves a longer period not to exceed 5 
years." 

This letter responds to your December 16, 2003, request. As agreed with your office, 
we determined (1) the rate of personal bankruptcy filings among active duty military 
personnel, and how that rate compared with the rate found in the U.S. population; 
and (2) factors that should be considered when attempting to compare the rate of 
bankruptcy filings for active duty military personnel with the rate for the U.S. 
population. ' 

To respond to this request, we obtained information on the rate of bankruptcies 
among active duty military personnel from a 1999 Department of Defense (DOD) 
survey. The survey population included service members from the active duty 
services and reservists serving on active duty assignments for at least 6 months. We 
also discussed bankruptcy and compensation with officials in the Office of the Under 


' Title 1 1, United States Code. 

' Eligible debts may be discharged in bankruptcy proceedings. A dischargeable debt is a debt for 
which the bankruptcy code allows the debtor’s personal liability to be eliminated. 

' See U.S. General Accounting Office, Persannel Bankruptcy: The Credit Research Center Report on 
Debtors’ Ability to Pay, GAO/GGD-98-47 (Washington, D.C.: Feb. 9, 1998). 

‘ For information on reservists and income changes, see U.S. General Accounting Office, Military 
Personnel: DOD Needs More Data to Address Financial and Health Care Issues Affecting Reservists, 
GA0^03-1004 (Washington, D.C.: Sept. 10, 2003). 
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Secretary of Defense for Personnel and Readiness. We used data on bankruptcy 
filings for the U.S. population from the Administrative Office of the U.S. Courts. We 
also used findings from GAO; Congressional Budget Office; Congressional Research 
Service; and Department of Labor, Bureau of Labor Statistics reports on 
compensation, military housing allowances, other benefits, and unemployment. We 
conducted our review from January to February 2004, in accordance with generally 
accepted government auditing standards. 

Results in Brief 

DOD had limited data on the rate of bankruptcies among active duty military 
personnel. Responses to DOD’s 1999 active duty survey — the most current data 
available — show that 1.2 percent, or about 16,000, of the 1.3 million active duty 
members in the survey population said that they had declared personal bankruptcy 
during the 12 months preceding the survey. This compares with a total of 
approximately 1.3 million personal bankruptcies filed in the United States in 1999. 
From 1999 through 2003, the number of personal bankruptcies increased from 
approximately 1.3 million to over 1.6 million for the U.S. population. 

The 23.6 percent increase in personal bankruptcy filings for the U.S. population may 
not readily translate into a comparable rate of increase for active duty military 
personnel. Loss of emplo 5 nment and medical-related problems (e.g., medical costs 
and loss of income during illness or accident) are among the major causes that 
contribute to personal bankmptcies in the U.S. population, but unemployment and 
catastrophic medical expenses are factors not confronted by active duty military 
personnel. In addition. Congress has authorized increased cash compensation — 
increases in basic pay, housing allowance, and special pays — for active duty militaiy 
personnel since 1999. For example, average annual military basic pay increases have 
exceeded average private-sector wage increases for fiscal years 2000 through 2004. 
DOD has also identified a need to improve the financial literacy and responsibility of 
military members. And in May 2003, DOD formally launched a financial readiness 
campaign to address military members’ poor financial habits and increase financial 
management awareness, savings, and protection against predatory practices. 

Limited Data Available on Personal Bankruptcies among Active Duty Military 
Personnel 

DOD had limited data on the rate of personal bankruptcies among active duty military 
personnel. DOD officials indicated that their most recent data on bankruptcies 
among active duty military personnel (which included reservists on active duty 
assignments for at least 6 months) were gathered from September through December 
1999 as part of a DOD-wide survey.^ For the survey population, 1.2 percent of the 
active duty military members said that they (and spouse, if applicable) “went 
bankrupt (declared personal bankruptcy)” in the 12 months prior to completing the 
survey. The 1.2 percent rate of personal bankruptcy projected to the 1.3 million 
military personnel included in the survey population translates into approximately 


' Defense Manpower Data Center, Tabulations of Responses from the 1999 Survey of Active Duty 
Personnel: Volume 2: Programs and Services, Family, Ectmomic Issues, and Background, DMDC 
Report No. 2000-006 (Arlington, Va.; September 2000). 
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16,000 personnel on active duty declaring personal bankruptcy during the 12 months 
preceding the survey. The survey included neither follow-up items to determine the 
events that precipitated the bankruptcy nor did it include a breakout of the 
percentage of reservists serving on active duty assignments for at least 6 months 
compared with full-time active duty personnel declaring bankruptcy. 

In 1999, the total number of personal bankruptcies filed in the United States was 1.3 
million.® We did not calculate a per capita rate because we could not determine the 
number of individuals versus households filing for personal bankruptcy. Although 
trend data from 1999 through 2003 are not available for military personnel, the total 
number of personal bankruptcy filings in the United States increased by 23.6 percent 
to 1.6 million from 1999 through 2003. 

Changes in Bankruptcy Rate for U.S. Population May Not Be Indicative of 
Changes for Military Personnel 

Changes in the rate of bEinkruptcy filings for the U.S. population may not readily 
translate into comparable rate changes for active duty military personnel. Among the 
factors that suggest caution in generalizing the 23.6 percent increase found in the U.S. 
population to the active duty military personnel population are changes in civilian 
unemployment rates and military cash compensation. Also, DOD has reported that it 
has placed additional emphasis on financial counseling since the 1999 survey data 
were gathered. 

Unemployment and Catastrophic Medical Expenses Not Factors for Active Duty 
Military Personnel 

The 23.6 percent increase in personal bankruptcy filings for the U.S. population may 
not result in a similar increase in bankruptcies for active duty military personnel 
because (1) an increase in civilian unemployment for fiscal years 1999 through 2003 
was not a factor for active duty military personnel and (2) all active duty military 
personnel and their families have medical coverage. Unemployment and medical 
expenses have been shown to be related to bankruptcy filing. 

The relationship between filing for bankruptcy and unemployment is illustrated by 
the findings from one study in which over two-thirds of the individuals filing for 
bankruptcy had job-related financial stress, with layoffs being identified as a major 
factor.’ For each of the fiscal years from 1999 through 2003, an increase or a 
decrease in the total number of U.S. personal bankruptcy filings was accompanied by 
an increase or a decrease in the unemployment rate for the same fiscal year (see table 
1). In contrast to the changing unemployment picture for civilians, active duty 


° Administrative Office of the U.S. Courts, Personal Bankruptcy Filings Continue to Rise in Fiscal 
Year 2003 (Washington, D.C.: Nov. 14, 2003). 

' See Teresa A. Sullivan, Elizabeth Warren, and Jay Lawrence Westbrook, The Fragile Middle Class: 
Americans in Debt (New Haven, Conn.: Yale University Press, 2000). The authors noted that job- 
related financial stress was implicated in over two-thirds of the more than 2,400 bankruptcy filings 
they examined. They also noted that while layoffs were a major factor in the decision to file for 
bankruptcy, other serious job-related trouble could result even if workers had a job, because the job 
may change and both income and benefits may erode. 
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military members — by definition — were employed for each of the 5 years, in the 
sense that each military member received a regular salary while on active duty." 

Table 1: Changes In Bankruptcy Filings and Overall Unemployment In the U.S. Population for Fiscal 
Years 1999-2003 


Fiscal year 

Personal bankruptcy 

Overall unemployment 

Number of 
bankruptcy filinqs 

Percent change 
from fiscal year 1999 

Unemployment rate 
on September 30 

Percent change 
from fiscal year 1999 

2003 

1,625,813 

23.6 

6.0 

39.5 

2002 

1.508,578 

14.7 

5.7 

32.6 

2001 

1 .398,864 

6.3 

4.3 

0.0 

2000 

1,226,037 

-6.8 

4.0 

-7.0 

1999 

1,315,751 


4.3 



Sources; Admmisirative Office of the U.S. Courts for number of bartkrupicy ftiings; GAO's analysis of court data for the percent change m bankruptcies, and GAO s 
analysis of unemploymenl rates from the U.S. Oepariment of Labor, Bureau of Labor Stables. 


DOD provides employee benefits that include health coverage to more than 1.3 
million active duty service members and their nearly 2 million spouses and other 
dependents. The health care for active duty service members and their dependents 
costs the federal government about $9 billion per year. For active duty service 
members, this benefit offers care in military treatment facilities and does not require 
enrollment fees or co-payments for care or drugs obtained from military treatment 
facilities.“ In addition, legislation in 2000 eliminated co-payments for the families of 
many active duty military personnel. Medical coverage for all DOD active duty 
personnel and dependents is unlike the coverage for the population in a study that 
found approximately one household in five citing medical-related problems (e.g., 
medical costs and loss of income during illness or accident) as a reason for filing 
bankruptcy. Given that health coverage can be a benefit offered as part of 
employment compensation, a higher unemployment rate may indicate that more of 
the U.S. population was placed at risk for medical expenses. 

Increases in Cash Comnensation for Military Personnel Greater Than Those for 
Average Civilians 

The Congressional Budget Office noted that cash compensation for military 
personnel consists of basic pay, allowances for things like housing and food, special 
pays and bonuses, and the tax advantages that military members receive because 
some allowances are not subject to federal income tax. " During the period from 2000 
through 2004, Congress authorized increases in the pays and allowances to active 
duty military personnel. 


® Active duty military families may, however, be influenced by civilian unemployment trends if spouses 
of military personnel become unemployed. 

” If military treatment facilities are not available or if service member families choose to use civilian 
doctors or medical facilities, two other health care programs provide service member families with 
extensive coverage for medical costs, including a $1,000 annua! catastrophic cost cap. 

See Sullivan et al., The Fragile Middle Class: Americans in Debt. 

“ Congressional Budget Office, Military Compensation: Balancing Cash and Noncask Benefits 
(Washington, D.C.: Jan. 16, 2004). 
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Military Pay Increases Exceed Civilian Wage Increases 

For fiscal years 2000 through 2004, Congress provided average raises in military basic 
pay that exceeded the average wage increases found for all private-sector employees 
(see table 2). “ For example, in fiscal year 2002, raises for active duty personnel 
increased 0.4 to 5.4 percentage points more than did the raises of the average private- 
sector worker, and in fiscal years 2003 and 2004, the military averaged 0.7 and 0.46 
percentage points more in their raises, respectively, than did those working in the 
private sector. For fiscal year 2005, DOD’s budget request includes a 3.5 percent 
increase in basic pay, which matches the raise determined by the statutory formula. 
Thus, military basic pay raises have been greater than the raises in wages for the 
average private-sector employee for the 5 years since the 1999 data on bankruptcies 
among active duty military were gathered. 

Tabie 2: Changes in Military Basic Pay for Fiscal Years 2000-2005 


Fiscal year 

Annual percent increase in active duty militarv pav 

Percent Indicated bv statutory formula 

Percent actually provided 

2005 

3.5 

3.5 requested 

2004 

3.7 

4.15 average, with a range of 3.7 to 6.25 

2003 

4.1 

4.8 average, with a range of 4.1 to 6.5 

2002 

4.6 

6.9 average, with a range of 5.0 to 10.0 

2001 

3.7 

4.1 average, with an initial 3.7 across the board, 
plus a later targeted raise that averaged 0.4 

2000 

4.8 

6.2 average, with an initial 4,8 across the board, 
plus a later targeted raise that averaged 1 .4 


Sources Congressional Research Service and DOO. 

Note: The Congressional Research Service noted that targeted and variable increases were typically keyed to pay grade 
groups, In fiscal years 2000 and 2001 . Congress authorized additional targeted increases and they became effective on July 1 
of those respective years, whereas the other raises look effect earlier in the fiscal years. 


Smaller Out-of-Pocket Housing Expenses for Active Duty Military Members 

Out-of-pocket housing expenses for active duty military members living in private- 
sector housing have decreased during the period since 1999. In fiscal year 2000, 
housing allowances did not cover about 19 percent of the typical active duty military 
member’s housing and utility costs. For fiscal year 2002, DOD plans called for 
increasing this allowance so that the out-of-pocket costs for obtaining private-sector 


See Congressional Research Service, The Library of Congress, Military Pay and Benefits: Key 
Questions and Answers, Order Code IB10089 (Washington, D.C.; Jan. 15, 2004). That report noted that 
upward adjustments to military basic pay are linked — but not identical — to the raises calculated with 
the statutory formula for determining pay increases for federal General Schedule employees. 37 U.S.C. 
section 1009 requires the President to increase military basic pay to match any annual pay increase for 
federal General Service employees as mandated by the statutory formula specified in 5 U.S.C. section 
5303(a). This statutory formula is based on the Employment Cost Index, which is calculated by the 
Department of Labor's Bureau of Statistics and measures annual percentage increases in wages for all 
private-sector employees. 

^ ‘ About two-thirds of the married and one-third of the single militaiy members in the United States live 
in private housing in the communities surrounding military installations. They receive a cash housing 
allowance to help defray the cost of renting or purchasing a home and the cost of utilities. The 
remaining military families live in government-owned or privatized housing. These latter families pay 
no out-of-pocket expenses for housing or utilities. Families in government housing receive no housing 
allowance, while families in privatized housing use their housing allowance to pay rent and normal 
utility costs. 
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housing would decrease to 8 percent in 2003 and 4 percent in 2004," The 2005 budget 
request for DOD seeks to totally eliminate out-of-pocket expenses for housing for the 
average active duty military member. 

The decreases in out-of-pocket expenses are equivalent to increases in total 
compensation. This point can be illustrated using the $910 per month that DOD 
identified as the January 2003 national median cost of obtaining civilian equivalent 
housing for the most junior level of enlisted military personnel (i.e., E1-E4) with 
dependents. The median monthly out-of-pocket expense in 2003 was $68 (or 7.5 
percent), but it would have been about $173 (19 percent) had the out-of-pocket 
percentage remained at the fiscal year 2000 level. This difference of $106 per month 
translates into $1,260 per year being available for other needs, and the yearly housing 
allowance of $10,104 would have been tax exempt. 

The intent of the basic allowance for housing program is to provide active duty 
service members with accurate and equitable housing compensation when on-base or 
other government housing is not provided. “ The legislation establishing the program 
required that rates be based on the cost of adequate housing for civilians with 
comparable incomes, and that the rates vary by a member's rank or pay grade; by 
dependency status — that is, either having or not having dependents; and by 
geographic location.'" 

Special Pays and Tax Treatment for Deployed Active Duty Military Personnel 

Enhanced 

Relative to their peers who deployed in 1999 when the bankruptcy data for military 
personnel were gathered, more recently deployed active duty military personnel may 
be eligible to receive higher special pays.” Since April 2003, Congress has 
temporarily increased the family separation allowance" by 160 percent and imminent 
danger pay by 50 percent (see table 3). The April 2003 increases in these special pays 
would result in deployed active duty personnel’s having relatively higher cash 
incomes today than would their peers who were deployed during the 12 months prior 
to the 1999 active duty survey. 


Tabie 3; Changes in Two Special Pays for Deployed Active Duty Military Personnel — Before and After 
April 2003 


Special pay 

Monthh 

f pay before and after April 2003 I 

Befoi^ I 

After : 

Percent increase 

Familv separation allowance 

$100 

$250 ! 

150 

Imminent danger pay 

$150 

225 i 

50 


Source; GAO 


See U.S. General Accounting Office, Military Housing: Management Improvements Needed as the 
Pace of Privatization Quickens, GAO-02-624 (Washington, D.C.: June 21, 2003). 

'' See U.S. General Accounting Office, DOD Personnel: Improvements Made to Housing Allowance 
Rate Setting Process, GAO-Ol-SOS (Washington, D.C.: Apr. 16, 2001). 

'^'See 37 U.S.C. 403. 

Public Law 108-11, section 1316 (Apr. 16, 2003) and Public Law 108-136, sections 606, 619 (Nov. 24, 

2003). 

Military families may incur additional expenses such as an increased need for childcare when active 
duty military members are separated from their families during deployments. 
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Some or all of the income that active duty military personnel earn while serving in 
combat zones is also tax-free.*’ The military pay, up to prescribed amounts, received 
while in these combat zones is excluded from gross income and is not subject to 
federal income tax. 

Other special pays may be tax-free as the result of service in a combat zone. For 
example, service members who reenlist while serving in a combat zone are typically 
eligible to receive any applicable selective reenlistment bonus tax-free. For fiscal 
years 1999 through 2003, DOD’s budget for that program grew from $418 million to an 
estimated $734 million, a 76 percent increase.” 

POD Efforts Under Wav to Imnrove Financial Literacy and Responsibility of Military 
Members 


We recently reported that POP identified a need to improve the financial literacy and 
responsibility of military members in its July 2002 human capital strategic plan. As 
part of POP’s balanced scorecard, the Under Secretary of Pefense for Personnel and 
Readiness reviews issues affecting force management risk. One of the indicators 
used in the review is personal finances, which is evaluated in terms of the self- 
reported financial condition of junior enlisted personnel (E1-E4) and their self- 
reported ability to pay bills on time. Pata to support these evaluations are supplied 
on an annual basis through Pefense Manpower and Pata Center surveys of active 
duty service members. Among other things, POD is reviewing a draft personal 
financial management policy that seeks to establish a uniform approach to educating 
and training all military service members. 

In May 2003, POP formally launched a “financial readiness campaign” to address 
military service members’ poor financial habits and to incretise financial management 
awareness, savings, and protection against predatory practices. POP has also 
entered into a number of partnerships with nonprofit organizations and government 
agencies that have agreed to support counselors who offer financial assistance 
programs to military service members. The services have also made improvements. 
For example, the Navy has raised its mandatory number of personal financial 
management training hours, and it is using mobile financial management teams to 
train financial specialists, including those in geographically remote regions where 


Department of the Treasury, Internal Revenue Service, Armed Fwxes’ Tax Guide: For Use in 
Preparing 2003 Returns, Publication 3, Cat. No. 46072M. This publication noted that all military pay 
for the month is excluded from income when an enlisted service member, warrant officer, or 
commissioned warrant officer served in a combat zone during any part of a month or while 
hospitalized as a result of service in the combat zone. The amount of the exclusion for a 
commissioned officer (other than a commissioned warrant officer) is limited to the highest rate of 
enlisted pay, plus imminent danger/hostile fire pay, for each month during any part of which an officer 
served in a combat zone or while hospitalized as a result of service there. 

See U.S. General .■Accounting Office, Military Personnel: DOD Needs More Effective Controls to 
Belter Assess the Progress of the Selective Reenlistment Bonus Program, GAO-04-86 (Washington, 
D.C.: Nov. 13, 2003). 

See GAO-03-1004. 

“ Department of Defense, Deputy Assistant Secretary of Defense (Military Community and Family 
Policy), A New Social Compact: A Reciprocal Partnership between the Department of Defense Service 
Members, and Families (July 2002). 
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there are no financial educators to provide training. The services also provide 
financial planning information on their Web sites. 

Agency Comments 

DOD did not provide formal agency comments. Program officials from the Office of 
the Under Secretary of Defense for Personnel and Readiness and the military services 
did, however, review a draft of this report and provided technical comments, which 
we incorporated as appropriate. 


As arranged with your office, unless you publicly announce its contents earlier, we 
plan no further distribution of this report until 14 days from its issue date. At that 
time, we will send copies of this report to the Secretary of Defense. We will also 
make copies available to appropriate congressional committees and to other 
interested parties on request. In addition, the report will be available at no charge at 
the GAO Web site at http://www.gao.gov. 

If you or your staff have questions about this report, please call me at (202) 512-5559 
(stewartd@gao.gov) or Jack Edwards at (202) 612-8246 (edwardsj@gao.gov). 


Sincerely yours, 



Derek B. Stewart 

Director, Defense Capabilities and Management 
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GAO’S Mission 


The Genera] Accounting Office, the audit, evaluation and investigative arm of 
Congress, exists to support Congress in meeting its constitutional 
responsibilities and to help improve the performance and accountability of the 
federal government for the American people. GAO examines the use of public 
funds; evaluates federal programs and policies; and provides analyses, 
recommendations, and other assistance to help Congress make informed 
oversight, policy, and funding decisions. GAO's commitment to good 
government is reflected in its core values of accountability, integrity, and 
reliability. 


Obtaining Copies of 
GAO Reports and 
Testimony 


The fastest and easiest way to obtain copies of GAO documents at no cost is 
through the Internet. GAO’s Web site (www.gao.gov) contains abstracts and full- 
text files of current reports and testimony and an expanding archive of older 
products. The Web site features a search engine to help you locate documents 
using key words and phrases. You can print these documents in their entirety, 
including charts and other graphics. 

Each day, GAO issues a list of newly released reports, testimony, and 
correspondence. GAO posts this list, known as “Today’s Reports," on its Web 
site daily. The list contains links to the full-text document files. To have GAO e- 
mail this list to you every afternoon, go to www.gao.gov and select “Subscribe to 
e-mail alerts" under the "Order GAO Products" heading, 


Order by Mail or Phone first copy of each printed report is free. Additional copies are $2 each, A 

check or money order should be made out to the Superintendent of Documents. 
GAO also accepts VISA and Mastercard. Orders for 100 or more copies mailed to 
a single address are discounted 25 percent Orders should be sent to: 

U.S. General Accounting Office 
44 1 G Street NW, Room LM 
Washington, D.C. 20548 

To order by Phone: Voice: (202)512-6000 
TDD; (202)512-2537 

Fax: (202)512-6061 


To Report Fraud, 
Waste, and Abuse in 
Federal Programs 


Contact: 

W'eb site; www.gan.gov/fraudueVfraudnet.him 
E-mail: fraudnct@gao.gov 

Automated answering system: (800) 424-5454 or (202) 5 12-7470 
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Jeff Nelligan, Managing Director. NeUiganJ@gao.gov (202) 512-4800 
U.S. General Accounting Office, 441 G Street NW, Room 7149 
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Why GAO Did This Study 

The finances of servicemembers 
and their families have been an 
ongoing concern of Congresscand 
the Department of Defense (DOD), 
especially in light of more frequent 
deployments to support conflicts in 
and Afghanistan. Adverse 
effects that result when 
smicemembers ej^erience 
financial problems include loss of 
security clearances, eruranal or 
honjudicial sanctions, adverse ' • / ' 
personnel actions) or adverse . 
impacts on unit readiness; To 
decrease die likelihood that 
servicemembers will experience 
finanei^ problems, DOD has 
r^qu^ted and Congress has 
granted annual increases in military 
basic pay for all active duty 
servicemembers and increases in 
special pays and aJlowtmces for 
di^loyed servicemembera. The 
vTOflitary has also developed 
: pei'SQr^ finmicial management 
CPfM) programs to help avoid or 
; mitigate adverse effects associated 
personal finmicial probienis. 

; However,, studies, published m 2002 
showed tliat.servicemembem 
continue to report financial 
problems. 

I’his testimony provides a smnmary 
of ;GAO'S prior work examining 
t;l) the extent to which 
deployments have affected the 
finand^ conditions of active duty 
servicemembers and thdr families, 
and ^2) steps that DOD has taken 
to assist servicemembers with their 
financial needs. 


www-gao.gov/cgi-bin/getrpt?GAO-06^749T. 

To view the fui! product, including the scope 
and methodology, click on the link above. 
For more informattorv, contata Valerie C, 
Melvin at (202) 512-6304 or. 
MelvinV@gao,gov. 
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MILITARY PERSONNEL 

DOD Has Taken Steps to Address 
Servicemembers’ Financial Needs, but 
Additional Effort Is Warranted 


What GAO Found 

DOD data suggests that deployment status does not affect the fmancial 
condition of mrtive duty servicemembers, although some deployed 
servicemembers faced certain problems. Data from a 2003 DOD-wide siuvey 
suggests that servicemembers who were deployed for at least 30 days 
reported siinilar levels of financial health or problems as those who had not 
deployed. For example, of junior enlisted personnel, 3 percent of the 
deployed group and 2 percent of the nondeployed group indicated that they 
were in “over ^eir heads” financially; and 13 percent of the deployed group 
and 15 percent of the nondeployed group responded that they foimd it 
“tough to make ends meet but keeping your head above water” financially. 
However, problems receiving family separation allowance and 
communicating with creditors may res^t in financiai difficulties for' some 
deployed servicemembers. Based on DOD pay data for January 2005, almost 
6,000 of 71,000 deployed servicemembers wlio had dependents did not 
obtain their family separation allow^ce in a timely manner. Furthermore, 
problems (communicating with creditors — caused by limited Internet access, 
few telephones and high fees, and delays in receiving ground mail— can 
affect deployed servicemembers’ abilities to resolve financial issues. 
Additionally, some fmancial products marketed to servicemembers may 
negatively affect their financial condition. 

DOD has taken a number of steps to assist servicemembers with their 
fmancial needs, although some of this assistance has been underutilized. 

Those steps include PFM ti-aining for serv’icemembers, which is required by 
all four military services. DOD also provides free legal assistance on 
purchase contracts for large items and other fmancial documents. However, 
according to the attorneys and other pei’sonnel, servicemembers do not 
make full use of available legal services because they may not take the time 
to visit the attorney’s office or they fear information about a financial 
problem would get back to the command and limit theii' career progression. 

In addition, each service has a relief or aid society designed to provide 
fmancial assistance through counseling and education as well as financial 
relief through grants or no-interest loans. Some servicemembers in our focus 
groups stated that Uiey would not use relief from a service society because 
they take too long, are intrusive, requir-e too much in-depth financial 
information, or may be career limiting if the command found out. 
Servicemembers may use non-DOD resources if tliey do not want the 
command to be awar’e of their fmancial conditions or they need products oi’ 
support not offered througii DOD, tire services, or the installation. Although 
DOD has taken these steps to assist servicemembers with their fmancial 
needs, it does nert; have the results-oriented departmentwide data needed to 
assess the effectiveness of its PFM programs and provide necessary 
oversiglit. Without an oversight framewrork requiring evaluation and a 
reporting relationship between DOD and the services, DOD arid Congress do 
not have the visibility or oversight needed to assess the effectiveness of 
DOD’s financiai man^ement training and assistance to servicemembers. 

— iinitori States Government Accountability Office 
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Madam Chairwoman and Members of the Subcominitlee: 

I am pleased to be here today to discuss the financial service needs of 
military persoimel and their families. The finances of servicemembers and 
their families have been an ongoing concern of Congress and the 
Department of Defense (DOD), especially in light of more frequent 
deployments to support the war on terrorism and conflicts in Iraq and 
Afghanistan. DOD’s Social Compact, which is part of its human capital 
strategic plan, notes that mission readiness and quality of life depend on 
whether servicemembers use their financial resources responsibly. Some 
adveree effects that may result when servicemembers experience serious 
financial problems include loss of security clearances, criminal or 
norqudicial sanctions, or adverse personnel actions including possible 
discharge from the military. Servicemembers with serious financial issues 
may also have an adverse impact on the readiness of the unit, For 
example, servicemembers’ financial problems may take the 
servicemembers and possibly their unit commanders away from their 
primary duties in order to address problems with creditors. In a 2002 
report to Congress, the Navy identified an estimated $250 million in 
productivity and salary losses due to servicemembers’ poor personal 
financial management.' 

Congress and DOD have taken steps to decrease the likelihood that 
deployed and nondeployed servicemembers will experience financial 
problems. DOD has requested and Congress has granted annual increases 
in military basic pay for all active duly servicemembers and increases in 
special pays and allowances for deployed servicemembers, such as the 
family separation allowance and hostile fire/imminent danger pay. The 
military also has developed personal financial management (PFM) 
programs to provide servicemembers with financial literacy training, 
financial counseling, and other assistance to avoid or mitigate the adverse 
effects associated with personal financial problems.” 

Despite the added compensation and the assistance provided through the 
PFM programs, studies in recent years by DOD and others show that 
active duty servicemembers continue to report financial problems. For 


' See Department of Defense, Report on Personal and Family financial Management 
Programs (Mar. 31, 2002) in response to a House Committee on Armed Service.s 
requirement in the National flefense Authorization Act for Fiscal Year 2002. 
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example, a 2(X)2 studjr noted that 20 percent of junior enlisted 
servicemembeis reported that they struggled to make ends meet 
financially and another 4 percent regarded themselves as “in over their 
heads” with respect to their finances. 

In this context, my testimony today will summarize our prior work 
examining (1) the extent to which deployments have affected the financial 
conditions of active duty servicemembers and their families and (2) steps 
that DOD has taken to assist servicemembers with their financial needs. 

My statement is based primarily on our work completed in April 2005’ and 
our institutional knowledge from prior reviews examining financial issues 
of servicemembers and their families (see GAO Related Products at the 
end of this testimony statement). Other information, such as the current 
status of our recommendations to DOD that were pending at the time 
when the reports were issued, will also be discussed. We conducted our 
work In accordance with generally accepted government auditing 
standards during May 2006. 


Summary 


DOD-wide survey data suggest that deployment status does not affect 
active duty servicemembers’ financial conditions, although some deployed 
servicemembers faced additional problems with receiving family 
separation allowances and communicating with creditors and family. DOD 
data based on servicemember responses to a 2003 DOD-wide survey 
suggest that servicemembers who were deployed for at least 30 days 
reported similar levels of financial health or problems as those who had 
not deployed. For example, of the junior enlisted personnel, 3 percent of 
the deployed group and 2 percent of the nondeployed group indicated that 
they were in “over their heads” financially; and 13 percent of the deployed 
group and 15 percent of the nondeployed group responded that they found 
it “tough to make ends meet but keeping your head above water” 


^ See RAND, Assessing the Personal Financial Problems of Junior Enlisted Persormel, 
MR-1444-OSD (20(^2). 'Phis report defines junior enlisted as those enlisted servicemembers 
with fewer than 10 years of service. Our report defines junior enlisted as servicemembers 
in pay grades El to E4. 

'file findings Cited in tWs testimony were primarily taken from GAO, Military Personnel- 
More DOD Actions Needed to Addiess Servicemembers' Personal Financial Management 
Issues, ('iA04)5-34t{ (Washington, D.C.: Apr. 26, 2005); and GAO, Military Personnel: DOD's 
Tools for Curtring the Use and Effects oflNedalory Lending Not Fully Utilized, 
C;A()-05-349 (Washington, D.C.: Apr 26. 2005). 
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financially. These responses are consistent with the findings that we 
obtained in a survey of all PFM program managers and in focus groups 
conducted during our 13 site visits. However, problems receiving family 
separation allowance promptly and crommunicating with creditors and 
families may result in financial difficulties for some deployed 
servicemembere. Based on DOD pay data for January 2005, almost 6,000 of 
71,000 deployed servicemembers who have dependents did not obtain 
their family separation allowance in a timely manner. The family 
separation allowance of $250 per month is designed to compensate 
servicemembers for extra expenses (e.g,, childcare costs) that result when 
they are involuntarily separated from their families, Not receiving this 
compensation each month to help defray household costs can place a 
financial strain on the family when the servicemembers are deployed. 
Furthermore, problems communicating with creditors — caused by limited 
Internet access, few telephones and high fees, and delays in receiving 
ground mail — can affect deployed servicemembers’ abilities to resolve 
financial issues. Failure to avoid or promptly correct serious financial 
problems can result in consequences for these servicemembers, such as 
bad credit ratings or adverse effects on unit readiness and morale. 
Additionally, some financial products marketed to servicemembers may 
negatively affect their financial conditions. 

DOD has taken a number of steps to assist servicemembers with their 
financial needs; however, some of this assistance is underutilized. One 
step is PFM training for servicemembers, which is required by ail four 
military services, although the extent to which the training is not received 
is unknown because servicewide totals are not always collected. DOD also 
provides legal assistance on purchase contracts for large items and other 
financial documents. According to the attorneys and other personnel, 
servicemembers do not make full use of available legal services because 
they may not take the time to visit the attorney’s office or they fear 
information about their financial problems would get back to the 
command and limit their career progression. In addition, each service has 
a relief or aid society designed to provide financial assistance through 
counseling and education as well as financial relief through grants or no- 
inlerest loans. Some servicemembers in our focus groups stated that they 
would not use grants or no-interest loans from a society because they take 
too long, are intrusive because the financial institution or reliefi'aid society 
requires in-depth financial information in the loan or grant application, or 
could be career limiting if the command found out the servicemember was 
having financial problems. Servicemembers may choose to use non-DOD 
resources if they do not want the command to be aware of their financial 
conditions or they need products or support not olTered through DOD, the 
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services, or Uie installation. Furthemiore, DOD established Armed Forces 
Disciplinary Control Boards that can make recommendations to place 
businesses off-limits to servicemembers, which can be an effective tool for 
avoiding or coirecting unfair practices, but data gathered during some of 
our site visits revealed few times when boards were used to address 
predatory lending practices. Although DOD has taken these many steps to 
assist servicemembers with their financial needs, it does not have the 
results-oriented, departmentwide data needed to assess the effectiveness 
of its PFM programs and provide necessary oversight. Without an 
oversight framework requiring evaluation and a reporting relationship 
between DOD and the services, DOD and Congress do not have the 
visibility or oversight needed to assess the effectiveness of DOD’s financial 
management training and assistance to servicemembers. 


Background 


Because large numbers of Americans lack knowledge about basic personal 
economics and financial planning, U.S. policymakers and others have 
focused on financial literacy, i.e., the ability to make informed judgments 
and to take effective actions regarding the current and future use and 
management of money." While informed consumers can choose 
appropriate financial investments, products, and services, those who 
exercise poor money management and financial decision making can 
lower their family’s standard of living and interfere vrith their crucial long- 
term goals. 

One vehicle for promoting the financial literacy of Americans is the 
congressionally created Financial Literacy and Education Commission/ 
Created in 2003, the Commission is charged with (1) developing a national 
strategy to promote financial literacy and education for all Americsuis; 

(2) coordinating financial education efforts among federal agencies and 
among the federal, state, and local governments; nonprofit organizations; 
and private enterprises; and (3) identifying areas of overlap and 
duplication among federal financial literacy activities. 


" See GAO, Highlights of a GAO Forum: Tlie Federal Governmeiit's Role in Improving 
Financial Literacy, GAC)-054)3SP (Washington, D.C.: Nov. 15, 2004) for an overview of 
financial literacy i^ues. 'ITiis report resulted from a July 28, 2004, forum that GAO hosted 
to develop recommendations on the role of tiie federal government in improving financial 
literacy. 'Fhe forum’s participants included a select group of Individuals with expertise in 
financial literacy and education. They included representatives of federal and state 
agencies, the financial industry, nonprofit organizations, and academic institutions. 

“ Pub. L. No. 108-159, 'fitle V, (2003). 
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Since at least the 19^, the military services have offered PFM programs 
to help senicemembers address their financial conditions. Among other 
things, the PFM programs piovide financial literacy training to 
sendcemembcis, particularly to junior enlisted personnel during their first 
months in the military. The group-provided financial literacy training is 
supplemented with other types of financial management assistance, often 
on a one-on-one basis. For example, servicemembers might obtain one-on- 
one counseling from staff in their unit or legal assistance attorneys at the 
installation. 

In May 2003, the Office of the Under Secretary of Defense for Personnel 
and Readiness, DOD’s policy office for the PFM programs, established its 
Financial Readiness Campaign, with objectives that include increasing 
personal readiness by, among other things, (1) increasing financial 
awareness and abilities and (2) increasing savings and reducing 
dependence on credit. The campaign attempted to accomplish these 
objectives largely by providing on-installation PFM program providers 
with access to national-level programs, products, and support. 

To minimize financial burdens on servicemembers, DOD has requested 
and Congress has incretised cash compensation for active duty military 
personnel. For example, the average increases in military basic pay 
exceeded the average increases in private-sector wages for each of the 5 
years prior to when we issued our April 2005 report. Also, in April 2003, 
Congress increased the family separation allowance from $100 per month 
to $250 per month and hostile fire/imminent danger pay from $150 per 
month to $225 per month for eligible deployed servicemembers. The 
family separation allowance is designed to provide compensation to 
servicemembers with dependents for the added expenses (e.g., extra 
childcare costs, automobile maintenance, or home repairs) incurred 
because of involuntary separations such as deployments in support of 
contingency operations like Operation Iraqi Freedom. Hostile 
fire/imminent danger pay provides special pay for "duty subject to hostile 
fire or imminent danger” and is designed to compensate servicemembers 
for physical danger. Iraq, Afghanistan, Kuwait, Saudi Arabia, and many 
other nearby countries have been declared imminent danger zones. In 
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addition to these specif pays, some or all income that active duty 
servicemembers earn in a combat, zone is tax free.“ 


Financial Conditions 
Similar for Deployed 
and Nondeployed 
Servicemembers, but 
Pay Administration 
and Communication 
Problems Existed for 
Deployed Members 


In a 2003 DOD-wide survey, servicemembers who were deployed for at 
least 30 days reported similar levels of financial health or problems as 
those who had not deployed. For example, an analysis of the responses for 
only junior enlisted personnel showed that 3 percent of the deployed 
group and 2 percent of the nondeployed group indicated that they were in 
“over their heads" financially; 13 percent of the deployed group and 15 
percent of the nondeployed group responded that they found it “tough to 
make ends meet but keeping your head above water” financially. Figure i 
shows estimates of financial conditions for all servicemembers based on 
their responses to this survey.^ 


Data Suggest Financial 
Conditions of Deployed 
Servicemembers and Their 
Families Similar to 
Nondeployed 

Servicemembers and Their 
Families 


Data from DOD suggest that the financial conditions for deployed and 
nondeployed servicemembers and their families were similar. However, 
deployed servicemembers faced problems with the administration of an 
allowance as well as an inability to communicate with creditors. 
Additionally, some financial products marketed to servicemembers may 
negatively affect their financial condition. 


® Department of Treasury, Internal Revenue Service, Afmed Forces' Tax Guide; For Use in 
Preparing 2005 Returns, Publication 3, Cat. No. 46072M. l'hi.s publication noted that all 
military pay for the month is excluded from income when an enlisted servicemember, a 
warrant officer, or commissioned officer served in a combat zone during any part of a 
month or while hospitalized as a result of service in the combat zone. The amount of the 
exclusion for a commissioned officer (other than a wairant officer) is limited to the highest 
rate of enlisted pay, plus hostile fire/imminent danger pay for each month during any 
of which an officer served in a combat zone or while hospitalized as a result of service 
there. 

^ DOD's March 2003 survey sample consisted of 34,929 individuals identified by stratified 
random stunpiing procedures. DOD reported that completed surveys were received from 
10,828 respondents, which resulted in an overall weighted response rate for eligible 
servicemembers, corrected for nonproportional sampling of 35 percent. 
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Figure 1 : Self-Reported Financial Condition of Servicemembers Who Were and Were Not Deployed for at Least 30 Days at the 
Time They Completed the 2003 DOD Survey* 


In over your head | 
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Source. GAO analysis Of 000 data. 
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'Sampling errors of estimates for servicemembers who were not deployed do not exceed +/-2 
percentage points. Sampling errors of estimates for servicemembers who were deployed do not 
exceed -fZ-S percentage points. These sampling errors do not include errors due to other sources, 
such as potential bias attributable to the overall 35 percent response rate. DOD conducted research 
to assess the impact of this response rate on overall estimates. We have no reason to believe that 
potential nonresponse bias not otherwise accounted for by DOD's research Is substantial for the 
variables we studied in this report. 


These responses are consistent vvith the findings that we obtained in a 
survey of all PFM program managers and during our 13 site visits. In the 
survey of PFM program managers, about 21 percent indicated that they 
believed servicemembers are better off financially after a deployment; 
about 54 percent indicated that the servicemembers are about the same 
financially after a deployment; and about 25 percent believed the 
servicemembers are worse off financially after a deployment, Also, 90 
percent of the 232 recently deployed servicemembers surveyed in our 
focus groups said that their financial situations either improved or 
remained about the same after a deployment. 

The 2003 DOD surv'ey also asked servicemembers whether they had 
experienced three types of negative financial events: pressure by creditors, 
falling behind in paying bills, and bouncing two or more checks. Again, the 
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findings for deployed and nondeployed servicemembers were similar. For 
example, 19 percent of the deployed group and 17 percent of the 
nondeployed group said they were pressured by creditors; 2 1 percent of 
the deployed groi 4 ) and 17 percent of the nondeployed group said they fell 
behind in paying bills; and 16 percent of the deployed group and 13 
percent of the nondeployed group said they had bounced two or more 
checks.® 

The special pays and allowances that some servicemembers receive when 
deployed, particularly to dangerous locations, may be one reason for the 
similar findings for the deployed and nondeployed groups. Deployment- 
related special pays and allowances can increase servicemembers’ total 
cash compensation by hundreds of dollars per month. Moreover, some or 
all income that servicemembere earn while serving in a combat zone is tax 
free. 


Deployed Servicemembers 
Faced Problems Receiving 
Family Separation 
Allowance and 
Communicating with 
Creditors 


Deployed servicemembers experienced problems receiving their family’s 
separation allowance promptly and communicating with creditors and 
families. Regarding family separation allowance, DOD pay data for 
January 2005 showed that almost 6,000 of 71,000 deployed 
servicemembers who have dependents did not receive their family 
separation allowance in a timely manner, The family separation allowance 
of $250 per month is designed to compensate servicemembers for extra 
expenses (e.g., childcare costs) that result when they are involuntarily 
separated from their families. Delays in obtaining this allowance could 
cause undue hardship for some families faced with such extra expenses. 
We previously reported similar findings for the administration of family 
separation allowance to Army Reserve soldiers and recommended that the 
Secretary of the Army, in coryunction with the DOD Comptroller, clarify 
and simplify procedures and forms for implementing the family separation 
allowance entitlement policy.® 


The services had different, sometimes confusing, procedures that 
servicemembers performed to obtain their family separation allowance. 
DOD officials suggested other factors to explain why some eligible 
servicemembers had not received their family separation allowance on a 


® Ttse sampling errors cited for fig, I also apply for these findings, 

” See GAO. Military Pay: Army Reserve Soldiers Mobilized to Active Duty Experienced 
Signijicant Pay Pwblems, GAO-04-9II (Washington, D,C . Aug, 20, 2004), 
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monthly basis. These factors included servicemembers might not have 
been aware of the benefit, they may not have filed the required eligibility 
form, or errors or delays might have occurred \vhen their unit entered data 
into the pay system. In response to our recommendation that DOD take 
steps to correct the delayed payment of this allowance, DOD notified 
finance offices that they should emphasize the prompt processing of such 
transactions so that payment for the entitlement would begin within 30 
days of deployment. 

Servicemembers may also experience financial difficulties as a result of 
communication constraints while deployed. For example, individuals in 
the focus groups for our April 2005 report suggested that deployed junior 
enlisted pereonnel sometimes had less access to the Internet than did 
senior deployed personnel, making it difficult for the former to keep up 
with their bills. In addition, some Anny servicemembers told us that they 
(1) could not call stateside toll-free numbers because the numbers were 
inaccessible from overseas or (2) incurred substantial costs — sometimes 
$1 per minute — to call stateside creditors. F\irthermore, in our March 2004 
testimony,'" we documented some of the problems associated with mail 
delivery to deployed troops. 

Failure to avoid or promptly correct financial problems can result in 
negative consequences for servicemembers. These include increased debt 
for servicemembers, bad credit histories, and poor performance of their 
duties when distracted by financial problems. In our April 2005 report, we 
recommended and DOD partially concurred that DOD identify and 
implement steps to allow deployed servicemembers better 
communications with creditors. In their comments, DOD cited operational 
requirements as a reason that communications with creditors may not be 
appropriate. In addition, DOD noted that servicemembers should have 
extended absence plans for their personal finances to ensure that their 
obligations are covered. 


See GAO. Military Persomid: Obsen>alions Related to Reserve Compensation, Selective 
Reenlislmenl Bonuses, and Mail Delivery to Deployed Troops, ( i AO'()4-582T (Wasliington, 
D.C : Mar. 24, 2004). 


Page 9 


GAO-06-749T 




Some Financial Products 
May Negatively Affect 
Servicemembers’ Financial 
Conditions 


380 


Some financial products may also negatively affect servicemembers’ 
financial conditions. For example, although servicemembers already 
receive substantial, low-cost government-sponsored life insurance, we 
found that a sm^l group of companies sold products that combine life 
insurance with a savings fund.'* These products promised high returns but 
included provisions that reduced the likelihood that military purchasers 
would benefit These products usually provided a small amount of 
additional death benefits and had much higher premiums than those for 
the government insurance. These products also had provisions to use 
accumulated savings to pay the insurance premiums if the 
servicemembers stopped making payments. Moreover, servicemembers 
were being marketed a securities product, known as a mutual fund 
contractual plan, which features higher up-front sales charges than other 
mutual fund products and has largely disappeared from the civilian 
marketplace. For both types of products, the servicemembers who 
stopped making regular payments in the early years paid higher sales 
charges and likely received lower returns than if they had invested in other 
products. 

Our November 2005 report made recommendations that included asking 
Congress to consider banning contractual plans and direct regulators to 
work cooperatively with DOD to develop appropriateness or suitability 
standards for financial products sold to servicemembers. We also 
recommended that regulators ensure that products being sold to 
servicemembers meet existing insurance requirements and that DOD and 
financial regulators take steps to improve information sharing between 
them. In response to the concerns over the products being marketed to 
servicemembers, securities and iasurance regulators have begun 
cooperating with DOD to expand financial literacy. 


" See GAO, Financial Product Sales: Actions Needed to Protect Military Members, 
GAO-<K>-24.5T (Washin^on, D.C.: Nov. 17, 2005) and Financial Product Sales: Actions 
Needed to Better Protect Military Members, (.»AO-05-23 (Washingt.on, D.C.: Nov. 2, 2005). 
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DOD Has Taken Steps 
to Assist 

Servicemembers with 
Financial Concerns, 
but Some Assistance 
Is Underutilized 


DOD has taken a number of steps to assist sei-vicemembers with their 
financial concerns, including providing military-sponsored PFM training, 
establishing a Financial Readiness Campaign, providing command 
financial specialists, mid using Armed Forces Disciplinary Control Boards. 
Servicemerabere can also access resources available outside of DOD (see 
fig. 2). However, servicemembers and DOD are not fully utilizing some of 
this assistance. In addition, DOD does not have an oversight framework to 
assess the effectiveness of the steps taken to assist servicemembers. 
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Services Require Financial All four military services require PFM traming for seivicemcmbers, and 
Management Training timing and location of the training varies by service. The Army begins 

this training at initial military, or basic, where soldiers receive 2 houn> of 
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PFM training. The tri^ng continues at Advanced Individual Training 
schools, where soldiers receive an additional 2 hours of training and at the 
soldiers’ first duty station, where they are to receive an additional 8 hours 
of PFM training. In contrast, Navy personnel receive 16 hours of PFM 
training during Advanced Individual Training; while, the Marine Co!ps and 
the Air Force begin training servicemembers on financial issues at their 
first duty stations. 

Events, such as deployments or pennanent changes of station, can trigger 
additional financial management training for servicemembers. The length 
of this additional training and the topics c:overed can vary by installation 
and command. Unit leaderslup also may refer a servicemember for 
financial management training or counseling if the command is aware of 
an individual’s financial problems (e.g., abusing check-cashing privileges), 

Despite tliese policies, some servicemembers have not received the 
required training, but the extent to which the training is not received is 
unknown because servicewide totals are not always collected. The Anny, 
which is the only service that collected installation-level PFM data, 
CvStimated that about 82 percent of its junior enlisted soldiers completed 
PFM training in fiscal year 2003. Some senior Army officeis at visited 
installations acknowledged the need to provide PFM training to junior 
enlisted servicemembers, but also noted that deployment schedules 
limited the time available to prepare soldiers for their warfighting mission 
(e.g., firing a weapon). While some services reported taking steps to 
improve their monitoring of PFM training completion — an important 
output — they still do not address the larger issue of training outcomes, 
such as whether PFM training helps servicemembers manage their 
finances better.'^ 


The DOD Instruction 1342.27, dated November 2004, states that “within 3 months after 
arriving at the first permanent duty station, a servicemember shall demonstrate a basic 
understanding of pay and entitlements, banking and allotments, checkbook management, 
tjudgeting and saving (to include the thrift savings plan), insurance, credit management, car 
buying, permanent change of station moves . . , and information on obtaining counseling or 
assistance on financial matters." The instruction, however, does not specify how this is to 
be measured. It simply st^s that such an understanding means to comprehend the 
underlying principles of a subject and apply them to everyday life situations. 
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DOD’s Financial Readiness 
Campaign Provides 
Resources Developed with 
Assistance from External 
Organizations 


DOD’s Financial Readiness Campaign, which was launched in May 2003, 
supplements PFM programs oifered by the individual services through 
Web-based sources developed with assistance from external organizations. 
The Under Secretary of Defense for Personnel and Readiness stated that 
the department initiated the campaign to improve the financial 
management resources available to servicemembers and their families and 
to stimulate a culture that values financial health and savings. The 
campaign allows installation-level providers of PFM programs to access 
national programs and services developed by federal agencies and 
nonprofit organizations. 


The primary tool of the Financial Readiness Campaign has been a Web site 
designed to assist PFM program managers in developing installation-level 
campaigns to meet the financial management needs of their local military 
community. This Web site is linked to the campaign’s 27 partner 
organizations (e.g., federal agencies, Consumer Federation of America, 
and service relief/aid societies) that have pledged to support DOD in 
implementing the Financial Readiness Campaign. DOD’s May 2004 
assessment of the campaign noted, however, that installation-level PFM 
staffs had made minimal use of the campaign’s Web site. DOD campaign 
officials stated that it was early in implementation of campaign efforts and 
that they had been brainstorming ideas to repackage information given to 
PFM program managers, as well as servicemembers and their families. 


Command Financial 
Specialists and PFM 
Program Staff Are 
Available for Financial 
Education and Counseling 


At the installation level, the military services provide command financial 
specialists, who are usually senior enlisted personnel trained by PFM 
program managers, to assist servicemembers witli financial issues. These 
noncommissioned officers may perform the education and counseling role 
of the command financial specialist as a coilateral or full-time duty. The 
Navy, Marine Corps, and Army use command financial specialists to 
provide unit assistance to servicemembers in financial difficulties. The Air 
Force does not use commeind financial specialists within the unit, but has 
the squadron First Sergeant provide first-level counseling. 


Individual servicemembers who require counseling beyond the capability 
of the command financial specialists or First Sergeants in the Air Force 


' ’ Office of the Deputy Under Secretary of Defense (Military Community and Family 
Policy), Initial Assessment andFoUow-on Flan for the Department of Defense Financial 
Readiness Campaign (May 27, 2004), 
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can see the installation's PFM program manager or PFM staff. The PFM 
program manner is a professional staff member designated and trained to 
organize and execute financial planning £ind counseling programs for the 
military community. PFM program managers and staff offer individual 
financial counseling as well as group classes on financial issues. 


Free Legal Assistance 
Offered, but 

Servicemembers Do Not 
Make Full Use of This 
Assistance 


DOD provides free legal assistance on contracts and other financial 
documents at installations, but servicemembers do not make full use this 
assistance. For example, legal assistance attorneys may review purchase 
contracts for large items such as homes and cars. In addition, the legal 
assistance attorneys offer classes on varying financial issues including 
powers of attorney, wills, and divorces. However, legal assistance 
attome}^ at the 13 installations we visited for our April 2005 report stated 
that servicemembers rarely seek their assistance before entering into 
financial contracts for goods or services such as purchasing cars or 
lifetime film developing. 


Instead, according to the attorneys, servicemembers are more likely to 
seek their assistance after encountering problems. For example, used car 
dealers offered low interest rates for financing a vehicle, but the contract 
stated that the interest rate could be converted to a higher rate later if the 
lender did not approve the loan. Servicemembers were later called to sign 
a new contract with a higher rate. By that time, some servicemembers 
found it difficult to terminate the transaction because their trade-in 
vehicles had been sold. 


Legal assistance attorneys, as well as other personnel in our interviews 
and focus groups, noted reasons why servicemembers might not take 
greater advantage of the free legal assistance before entering into business 
agreements. They stated that junior enlisted servicemembers who want 
their purchases or loans immediately may not take the time to visit the 
attorney’s office for such a review. Additionally, the legal assistance 
attorneys noted that some servicemembers feared information about their 
financial problems would get back to the command and limit their career 
progression. 


Service Relief/ Aid Each service has a relief or aid society designed to provide financial 

Societies Provide Financial assistance to servicemembers. The Army Emergency Relief Society, Navy- 
Assistance Marine Corps Relief Society, and the Air Force Aid Society are all priv^ate, 

nonprofit organizations. These societies provide counseling and education 
as well as financial relief through grants or no-interest loans to eligible 
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servicemembers experiencing emergencies. Emergencies include funds 
needed to attend the funeral of a family member, repair a primary vehicle, 
or buy food. For example, in 2003, the Navy-Marine Corps Relief Society 
provided $26.6 million in interest-free loans and $4.8 mOlion in grants to 
servicemembers for emei^encies. 

Some servicemembers in our focus groups stated that they would not use 
grants or no-interest loans from a service society because they take too 
long, are intrusive because the financial institution or relief/aid society 
requires in-depth financial information in the loan or grant application, or 
could be career limiting if the command found out the servicemembers 
were having financial probients. The Army Emergency Relief Society 
attempted to address the time and intrusiveness concerns with its test 
program, Commander’s Referral, for active duty soldiers lacking funds to 
meet monthly obligations of $500 or less. After the commander approves 
the loans, the servicemembers can expect to receive funds quickly. 
However, noncommissioned officers in our individual interviews and 
focus groups said the program still did not address servicemembers' feara 
that revejUing financial problems to the command could jeopardize their 
careers. 


Non-DOD Resources May 
Be Used When 
Sevicemembers Need 
Additional Financial 
Support or Confidentiality 


Servicemembers may choose to use non-DOD resources if they do not 
want the command to be aware of their financial conditions or they need 
financial products or support not offered through DOD, the services, or 
the installation. In such cases, servicemembers may use otlier financial 
resources out.side of DOD, which are available to the general public. These 
can include banks or credit unions for competitive rates on home or 
automobile locins, commercial Web sites for interest rate quotes on other 
consumer loans, consumer counseling for debt restructuring, and financial 
plamiers for advice on issues such as retirement planning. 


Armed Forces Disciplinary 
Control Boards Can Help 
Curb Predatory Lending 
Practices 


DOD has used Armed Forces Disciplinary Control Boards to help curb 
predatory lending practices and minimize their effects. These boards and 
the recommendations that they make to an installation commander to 
place businesses off-limits to servicemembers can be effective tools for 
avoiding or correcting unfair practices. However, data gathered during 
some of our site visits to the various installations revealed few times when 
the boards were used to address predatory lending practices. For example, 
the board at Fort Drum, New York, had not met in about 4 years, and the 
board’s director was unaware of two lawsuits filed by the New York 
Attorney General that involved Fort Drum servicemembers. 
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The Attorney General settled a lawsuit in 2004 on behalf of 177 plaintiffs — 
most of whom were Fort Drum servicemembers — involving a furniture 
store that had improperly garnished wages pursuant to unlawful 
agreements it had required customers to sign at the time of purchase. 

The Attorney Genera filed a lawsuit in 2004 invoKung catalog sales stores. 
He characterized the stores as payday-lending firms that cliarged 
excessive interest rates on loans disguised as payments toward catalog 
purchases. Some servicemembers and family members at Fort Drum fell 
prey to this practice. The Attorney General stated that he found it 
particularly troubling that two of the catalog stores were located near the 
Fort Drum gate. 

In contrast to the Fort Drum situations, businesses near two other 
installations we visited changed their lending practices after boards 
recommended that commanders place or threaten to place the businesses 
on off-limits lists. Despite such successes, boards might not be used as a 
tool for dealing with predatory lenders for a variety of reasons. For 
example, as a result of high deployments, commanders may minimize 
some administrative duties, such as convening the boards, to use their 
personnel for other purposes. In addition, the boards may have little basis 
to recommend placing or threatening to place businesses on the list if the 
lenders operate within state laws. Furthermore, significant effort may be 
required to put businesses on off-limits lists. While recognizing these 
limitations, in our April 2005 report we nonetheless recommended that all 
Armed Forces Disciplinary Control Boards be required to meet twice a 
year. In responding to our recommendation, DOD indicated that it 
intended to establish a requirement for the boards to meet even more 
frequently — four limes a year — and direct that businesses on the off-limits 
list for one service be off-limits for all services. 


DOD Lacks Oversight 
Framework for Assessing 
and Monitoring PFM 
Program Effectiveness 


Although DOD has made resources available to assist servicemembers, it 
lacks the results-oriented, departmentwide data needed to assess the 
effectiveness of its PFM programs and provide necessary oversight. The 
November 2004 DOD instruction that provides guidance to the services on 
servicemembers’ financial management does not address program 
evaluation or the reports that services should supply to DOD for its 
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oversight role." In our 2003 report,'" we noted that an earlier draft of the 
instruction emphasized evaluating the programs and cited metrics such as 
the number of servicemcmbers with wages garnished. DOD officials said 
that these metrics were eliminated because the services did not want the 
additional reporting requirements. 

The only DOD-wide evaluative data available for assessing the PPM 
programs and servicemcmbers’ financial conditions were obtained from a 
general-purpose annual survey that focuses on the financial conditions of 
servicemembers as well as a range of other unrelated issues. The data 
were limited because (1) DOD policy officials for the PPM programs can 
only include a few financial-related items to this general purpose survey, 
(2) a response rate of 35 percent on a March 2003 active duty survey leads 
to questions about the generalizability of the findings, and (3) DOD has no 
means for confirming the self-repoited information for surv'ey items that 
ask about objective events such as filing for bankruptcy. Without an 
oversight framework requiring common evaluation DOD-wide and 
reporting relationships among DOD and the services, DOD and Congress 
do not have the visibility or overeight they need to assess the effectiveness 
of DOD’s financial management training and assistance to 
servicemembers. In response to a recommendation in our April 2005 
report for DOD to develop a DOD-wide oversight framework and formalize 
its oversight role for the PPM programs, the department indicated that it is 
pursuing management information that includes personal finances to 
support its implementation of the President’s Management Agenda and to 
comply with the Government Pcrfonnance Results Act. 


Concluding 

Observations 


In summary, as mentioned earlier in my testimony, Congress and DOD 
have taken steps to decrease the likelihood that deployed and 
nondeployed servicemembers will experience financial problems. The 
prior increases in compensation, efforts to increase the financial literacy 
of servicemembers, and fuller utilization of the tools tliat DOD has 
provided for addressing the use of predatory lenders should positively 
affect the financial conditions of military personnel. While additional 
efforts are warranted to implement our recommendations on issues such 


" DOD Instruction 1342.27, Personal Financial Management for Service Members (Nov. 
12,2004). 

" See GAO, Military Personnel: DOD Needs More Data to Address Financial and Health 
Care Issues Affecting Reservists, (iA(>0-'l-l(K)4 (Washington, D.C.: Sept. 10, 2003). 
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as improving DOD’s oversight framework for assessing its PFM programs, 
some of these efforts to address the personal financial conditions of 
servdcemembers and correct past programmatic shortcomings are well 
underway. Sustaining this momentum will be key to minimizing the 
adverse effects that personal financial management problems can have on 
the servicemember, unit, and service. 


Madam Chairw'oman and Members of the Subcommittee, this concludes 
my prepared statement. I would be happy to respond to any questions you 
may have. 
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